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Y THE MIDDLE OF 1951, the “dollar problem” had come much 
nearer to solution than most observers had considered possible 
not many months earlier. Some of the more recent improvement in the 
dollar position of countries outside the United States is due to the 
rapid acceleration of U.S. imports after the middle of 1950 in connec- 
tion with the hostilities in Korea. But even before this, the change in 
the situation had been very pronounced. The surplus on account of 
goods and services in the U.S. balance of payments, which had been 
at an annual rate of $7.6 billion in the first half of 1949, was reduced 
to an annual rate of $3 billion in the first half of 1950. In transactions 
with the OEEC countries in Europe alone, the U.S. surplus decreased 
from $3.7 billion to $1.9 billion (annual rates). Measured by the 
amount of grants from the United States and the use of dollar balances 
and gold sales to the United States, the improvement in the position 
of the European countries was even more striking, with the U.S. surplus 
vis-a-vis these countries dropping from $5.2 billion to $1.9 billion 
(annual rates). 

Between these two periods occurred the greatest adjustment of ex- 
change rates that ever took place in so short a period. Countries ac- 
counting for 65 per cent of world imports devalued their currencies, 
most of them by about 30 per cent. The question naturally arises, 
therefore, of the connection between progress toward the solution of 
the dollar problem and the widespread devaluations. To this question 
the present paper is directed; for practical reasons, its scope is limited 
to changes in the position of the European devaluing countries. 

Ideally, an appraisal of the effects of the devaluations, which ob- 
viously had not fully materialized by the middle of 1950, should be 
based on observations drawn from as long a subsequent period as pos- 
sible. But while it is difficult to disentangle the effects of the devalua- 
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tions from those of other factors in the first nine months after Sep- 
tember 1949, it becomes nearly impossible to do so for the period after 
June 1950. It is necessary, therefore, to be satisfied with whatever 
reasonable conclusions can be drawn from the experience of a limited 
period. The findings of the analysis which follows may be summarized 
briefly : 

After the devaluations the dollar value of exports to the United 
States from the devaluing countries in Europe recovered from the low 
levels of the second and third quarters of 1949, but this recovery, which 
restored exports in the first half of 1950 approximately to the 1948 
level should be attributed in large part to the recovery in the US. 
economy rather than to the devaluations. Apparently the devaluations 
increased the volume of exports to the United States by an amount 
little more than enough to offset the fall of about 15 per cent in dollar 
export prices. It may be further estimated that the devaluations were 
responsible for a 10 per cent increase in the dollar value of Western 
Europe’s exports to other markets in the Western Hemisphere, in 
Canada and Latin America. 

Between the first half of 1949 and the first half of 1950, Europe’s 
dollar imports declined by one third. Most of this decline occurred, 
however, between the second and third quarter of 1949, that is, before 
the devaluations. Part of the total decline can be attributed to the 
intensification of restrictions in the United Kingdom; but the greater 
part appears to be attributable to the improved European supply posi- 
tion. Thus between the third quarter of 1949 and the first half of 1950, 
Europe’s imports of foodstuffs and coal declined sharply, although 
a rise might have been expected because of seasonal factors. A com- 
parison of other imports over the same period shows that, apart from 
sharp seasonal movements in cotton and tobacco, these other imports 
declined very little in the aggregate (4 per cent) and for a number of 
countries increased. The effect of the devaluations on imports is there- 
fore not found in the statistics. This is not surprising, and does not 
imply that there was no effect. With imports generally controlled, 
the effect of the devaluations appeared much more in the reduction of 
pressure on the control authorities, the substitution of the price mech- 
anism for at least part of the controls as barriers to imports, and the 
consequent more rational allocation of the relatively scarce dollars 
among different uses and different users. 

Outward capital movements played a considerable role in worsening 
Europe’s position before the devaluations, and their subsequent reversal 
accounted for a large part of the increase in reserves which followed 
the devaluations. 
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To study the effects of the devaluations at a time when many other 
factors were also changing, it is important to have “control observa- 
tions,” which may be assumed to be subject to most of the other factors 
but not to the one special factor of devaluation. If a large number of 
countries had devalued and a large number had not, the second group 
of countries could have »cen used as a “control.” There was in fact 
only one major European trading country which did not devalue, Switz- 
erland, and it would be undesirable to take as a standard of reference 
data from one country only. Since, however, Italy and Belgium de- 
valued only a little (8 and 12 per cent, respectively) , these three coun- 
tries together may be compared with the other devaluers and, for con- 
venience, may be described as the “non-devaluing countries,” or “non- 
devaluers.” 

There are two main limitations to the use of the experience of these 
three countries as a yardstick by reference to which the effects of the 
devaluations can be measured. One is that the export prices of the 
non-devaluers fell rather considerably, though not so much as those of 
the devaluers and not so much for exports to the United States as 
for exports in general. The price reductions, however, gave the “non-de- 
valuers” the opportunity to increase the volume, though not necessarily 
the value, of their exports to the United States. The second limitation 
to the use of the experience of the “non-devaluers” is that both they 


and the devaluers export to the United States many of the same types 
of commodity, and therefore part of the increase in the volume of 
exports of the latter may have been achieved at the expense of the 
exports of the former. While it cannot be assumed that the errors in 
opposite directions to which these two limitations give rise canceled 
each other out, it appears reasonable to use the experience of the “non- 
devaluers” as a yardstick. 


1. Changes in Value of Exports to United States 


The changes in the value of dollar exports from the main European 
countries to the United States are summarized in Table 1. Minor coun- 
tries have been omitted since fluctuations in their trade tend to be 
relatively large. These fluctuations, however, are likely to be due to 
chance factors and therefore are of minor significance in the general 
picture. 

Two sets of figures have been used in this table: U.S. data on imports 
from the countries concerned and export data of the exporting countries 
themselves. For each group as a whole the differences are quite small; 
they may easily be due to minor differences in recording or to the differ- 
ence between the time when goods set out as exports and the time when 
they arrive as imports. There is no particular reason to consider either 
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set as more reliable and the analysis is, therefore, based on a combina- 
tion of the two. 

The table shows that the gain of the devaluers between the first half 
of 1949 and the first half of 1950 in exports to the United States was 
small, measured at $37 million or $26 million according to the statistics 
used, that is, 15 or 11 per cent. During the same period the non-de- 
valuers did nearly as well, gaining either $8 million or $12.5 million, 
that is, 6 or 10 per cent. Either set of statistics shows a reduction in 
exports for two of the six devaluers, while of the three non-devaluers, 
one, according to one set of statistics, showed a reduction. This com- 
parison between the two groups seems to indicate therefore that only 
part of the small improvement in the devaluing countries’ exports to 
the United States—perhaps an improvement of 5 per cent—can be 
attributed to the devaluations.* 

Since the possible effects of devaluation on a country’s exports are 
often discussed in terms of certain relevant elasticities, it may be useful 
to express the data in this form. When this is done, two reservations 
must be made. First, it should not (as is sometimes done) be assumed 
that the only relevant elasticity is the elasticity of demand for the 
country’s exports abroad; the statistics available do not necessarily 
give a clue to the magnitude of that particular elasticity. Other elas- 
ticities, such as the elasticity of supply in the exporting country, and 


the elasticity of supply of competing commodities in the importing 
country, also enter into the picture. 

A single figure expressing the effects of all these various elasticities 
on the dollar proceeds of export sales is given by the elasticity of the 
supply of dollars with respect to the dollar exchange rate,” i.e., roughly 
the ratio of the percentage change in the proceeds from dollar exports 


1 The data in Table 1 may be used to compute not only the average percentage 
change in each group but also the standard error of this average and the differ- 
ence between the two groups and the standard error of this difference. In this 
calculation an wnweighted average of the percentages (considering the observa- 
tions on each country as of equal validity as an indicator of the effects of devalua- 
tion) is used rather than the weighted average shown in Table 1: This computa- 
tion shows the following percentage changes in exports to the United States: 

Exporting 


Countries’ 
U.S. Data Data 


8+8 
1143 


Difference —32+9 


Depending on the data used, this table shows that the devaluers did either 9 per 
cent better or 3 per cent worse than the non-devaluers, both figures being subject 
to a large margin of error. 

2See F. Machlup, “The Theory of Foreign Exchanges,” reprinted in Readings in 
the Theory of International Trade (Philadelphia, 1949), pp. 104-58. 
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to the percentage change in the dollar value of the currency.’ This 
elasticity is shown in Table 2. 

The calculation of any elasticity does not imply that this elasticity 
is necessarily a fixed constant and that a new change of exchange rates, 
in a different situation, could be expected to produce a proportional 
result. One particular feature of the devaluations under discussion 
was that they were undertaken simultaneously by a large number of 
countries. A devaluation of the same magnitude undertaken by one of 


TaBLE 2. APPARENT ELASTICITY OF SUPPLY OF DOLLARS FROM EXPORTS TO THE 
Unitep States witH Respect To THE ExcHANGE Rate, First 
Hatr or 1949 to First Hatr or 1950 








Percentage Percentage 
Increase in Decrease in Apparent 
Value of Dollar Elasticity 1 
Exporting Exports to Value of of Supply 
Countries United States Currency of Dollars 
United Kingdom................. 14 30 0.4 
MEPAMICO sto is oi eee sis cr le pia icedareia iets 34 22 13 
Germany, kak dsaiecc oe icdiaomiees —2 21 —0.1 
Netherlands: ..266666<6c0c000e0s —10 30 —03 
WN GIWWAS «fee aiace Satis Selo eres 3 30 0.1 
WEEDS cisharsscsinisieiatetereae sis srersiorseuare 35 30 0.8 





1 The data in this column have been computed on the assumption of a constant 
elasticity curve, and therefore they are slightly different from the ratio of the 
figures shown in the two preceding columns. 

Sources: Table 1, last column, and Table 3. 


these countries alone would probably have had a greater effect on that 
country’s competitive position and hence on the increase of the dollar 
income it might have obtained from this devaluation. 

The table refers to apparent elasticities, for the reasons indicated 
above and because no allowance has been made for the effect on exports 
of changes in income in the United States (see discussion below). If 
correction were made for this, the elasticities would be somewhat lower. 
The elasticities are also qualified by reference to a particular time 
indication, viz., changes from the first half of 1949 to the first half 
of 1950, in order to make clear that they refer only to the relatively 
short-run results of the devaluations. 


2. Changes in Quantities Exported to United States 


No direct information is available, in either export or import sta- 
tistics, on the quantum of exports from individual countries to the 
United States. Therefore inferences on changes in the quantum of ex- 


8In situations where the foreign elasticity of demand is the only relevant 
elasticity, the elasticity of supply of foreign exchange equals the foreign elasticity 
of demand less unity. 
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ports must be based on value data, combined with such price informa- 
tion as is available. The shift between the first half of 1949 and the 
first half of 1950 is indicated by Table 3, which shows the changes in 
the unit value or price index of exports for the most important de- 
valuers and non-devaluers, together with the measure of devaluation of 


TaBLE 3. INpIcES oF DoLLAR EXCHANGE Rares AND UNIT VALUE INDICES oF Exports 
IN TerMs oF Dotiars, First Har or 1950 


(First half of 1950 as per cent of first half of 1949) 





Export Unit 
Value Index 





Exporting Dollar Value in Terms of 
Countries of Currency Dollars 
Devaluers 
United ENgGOM «2.666005 icc cccccecescsces 70 72 
OOO 2 feos sos eed wa RlWeie wake eeneesexecdees 78 84 
GEMBI 5 ocscisinvedancsswesinwndawarewanes 79 64 
INGUNCHIAMAD: 255 6.55 55.606 elec csescedawcnde 70 71 
INGIEWIER US ee asia ees acre hia ance weande woweowe se 70 66 
SOCOM «aseied cd ocvaascces WodeSadcacdes 70 75 
PV CVNGO boc b ciilscaicoweonceniusemeys 72 73 
Non-devaluers 
NOURI pares Slee iene Shaw ewee chev elewswadae 88 74 
SWHRCEIAUE sss ccdcoc soos eh acecwbaccdcecs 100 95 
NOMI soos Sas erie coloewasocudsecscsenes 92 82 
PNG (COO CERT TSE TE TEETER TT 93 83 





1 Weighted by exports to the United States in first half of 1949. 
Source: International Financial Statistics (International Monetary Fund). 


each country’s currency. The indices refer to total exports of which 
exports to the United States are only a small proportion; they do not, 
therefore, necessarily indicate that the prices of these countries’ exports 
in U.S. markets declined by the percentages shown. 

The U.S. Bureau of Labor Statistics has collected information for 
the ECA on price quotations of imports from various European coun- 
tries shortly before the devaluations and in the nine months following. 
These data, which have not been published, indicate that the fall in 
US. prices of imports from devaluers was less in proportion than the 
devaluations. For imports from the United Kingdom and Italy, 
the number of quotations is sufficient to compute a weighted average 
percentage change in the U.S. import prices (in terms of dollars) , which 
is fairly representative of a substantial part of U.S. imports from these 
two countries. A comparison of quotations in the first half of 1950 with 
those in the beginning of September 1949 shows that the prices of US. 
imports from the United Kingdom seem to have fallen by about 15 per 
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cent, or about half of the degree of depreciation. If whiskey, the 
price of which remained constant in US. dollars, is excluded, the decline 
works out at about 20 per cent. Such information as is available on 
imports from France, Germany, the Netherlands, Norway, and Den- 
mark also indicates that the fall in the prices of many imports from 
these countries was much less in proportion than the devaluations. On 
the other hand, prices of U.S. imports from Italy declined roughly by 
the same percentage as the lira was devalued against the dollar. 

It is impossible to arrive at a precise indication of the dollar price 
change of imports into the United States from the devaluing countries, 
but the average decline may probably be put without much error at 
about 15 per cent. For the group as a whole, therefore, the 11 to 15 per 
cent increase in the dollar value of exports after the devaluations may 
be assumed to indicate an increase in quantity of about 30 to 35 per 
cent. 


3. Factors Other than Devaluation Affecting Exports to 
United States 


Business Conditions in United States 


The most important factor other than the devaluations affecting 
European exports to the United States was the change in business con- 
ditions in the United States. There was a minor recession in the United 
States in the first half of 1949, which had passed by the first half of 
1950. In the first half of 1950, U.S. nationai income was 2 per cent, and 
gross national product 3.5 per cent, above the first half of 1949. Usually, 
changes in U.S. national income are associated with somewhat larger 
relative changes in the value of imports. On this account, a change 
in imports of perhaps 3 to 5 per cent could have been expected. But 
the effect of short cycles, such as that of 1949-50, on imports appears 
to be proportionately more than the effect of longer cycles. Thus, from 
1937 to 1938, when national income declined by only 8 per cent, the 
value of total U.S. imports fell by 31 per cent and that of U.S. imports 
from Europe by 33 per cent, indicating a short-run income elasticity 
of import demand of 3.5 to 4 as against 1.5 to 2 over longer cycles. A 
somewhat similar rather sharp decline in imports in response to a very 
minor decline in income appears to have occurred in 1949. 

The parallelism between the value of imports and the business situa- 
tion in the United States in short cycles is clearest if imports are com- 
pared with the index of industrial production. Such a comparison on 
a quarterly basis is provided by Chart 1, where the import figures have 
been roughly adjusted for seasonal variation on the basis of the aver- 
age of the 1947 and 1948 seasonal patterns, which, incidentally, was 
almost the same as the average seasonal pattern for 1934-38. 
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Cuart 1. US. Imports from Europe and Industrial Production 
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US. imports from OEEC countries declined more or less continuously 
from January 1949, when they were $85 million, to July 1949, when 
they amounted to $50 million (Table 4). This decline coincided with 
the decline of the US. industrial production index from 191 in January 
(seasonally adjusted, 1935-39=100) to 161 in July. Thereafter indus- 
trial production picked up and so did imports from Europe. 


TasLe 4. US. Imports rrom OKEC Countries CoMpaARED WITH INDEX OF 
INpDUSTRIAL Propuction In Unitep States, SELECTED Monts, 1949 





Industrial Production Index 
Imports from OEEC Countries (seasonally adjusted ; 


(million U.S. dollars) 1935-39 = 100) 





September 
October 





Sources: Recovery Guides (Economic Cooperation Administration) and Federal 
Reserve Bulletin. 


The recovery in imports in the three months after July 1949 was 
certainly not wholly attributable to the passing of the U'S. recession. 
The autumn is always a period of seasonal increase in imports from 
Europe. But the recovery between July and October was about as 
great in 1949 ($23 million) as it had been in 1948 ($26 million) and in 
1947 ($22 million). When the change from July to September only is 
considered, tke increase in 1949 ($19 million) was greater than in the 
two preceding years ($13 million in 1948, $6 million in 1947). It is 
clear, therefore, that, even after correction for seasonal increases, im- 
ports from Europe at least held their own and probably expanded fol- 
lowing the low point in July 1949. If imports had been seriously held 
back in anticipation of the devaluations, the sharpest decline would 
have been expected in the few months before the devaluations occurred 
and when the expectation of the devaluations became strongest.* 


4US. imports from the United Kingdom, whose currency devaluation was no 
doubt most discussed in the summer of 1949, also showed at least the normal 
recovery in the latter part of the summer, after having reached a low of $14.1 
million as early as April: 


Unirtep States Imports FROM THE UNITED KINGDOM 
(million U.S. dollars) 


July to September 
July to October 
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As indicated in the lower section of Chart 1, the same parallelism 
between imports and industrial production in the downswing is shown 
by an earlier short U.S. cycle, from 1937 through the middle of 1939. 
The import figures for this period have, again, been roughly corrected 
for seasonal variations. The smallness of the recovery in late 1938 and 
1939 was probably attributable to the impact of the impending war 
situation in Europe which affected the export supply situation. 

In the first half of 1950, when U.S. industrial production had re- 
covered to about its 1948 level, there was a similar recovery in USS. 
imports from OEEC countries. For the first half of 1950 as a whole, 
imports from the non-devaluers, and also US. industrial output, were 
2 per cent below the 1948 level, while imports from the devaluers were 
3 per cent above the 1948 level.’ These data would indicate, therefore, 
that the devaluers as a group had improved their position by something 
like 5 per cent, measured either against industrial production or against 
the non-devaluers. This figure is also in rough correspondence with the 
findings in section 1. 

The conclusion to be drawn from these data, therefore, is that the 
main determinant of the fluctuations in the value of U.S. imports from 
OEEC countries in the period from 1948 through the middle of 1950 
was the state of the U.S. economy, and that the recovery in imports 
which started in the middle of 1949 and continued in 1950 was at- 
tributable in large part to the continued improvement in the economy. 
Imports into the United States from the devaluing countries in the first 
half of 1950 were 3 per cent above 1948, 15 per cent above the first 
half of 1949, and 25 per cent above the third quarter of 1949 (all figures 
seasonally corrected). The part of the increase attributable to the 
devaluations may be put at the order of magnitude of 5 per cent.® Re- 
ductions of imports from Europe in anticipation of the devaluations 
were not of such magnitude as to stand out clearly against the broad 
downswing in the first half of 1949 and the upswing in the second half. 


Other factors 


If, however, all increases in U.S. imports from Europe which are not 
related to changes in U.S. business conditions are attributed to the 
devaluations, the effects of the devaluations will be overestimated since 
a number of other factors also tended to increase European exports to 
the United States. 


Ever since the end of World War II, the inflationary domestic 


5 All figures seasonally corrected, and with the same rough correction coefficients 
used for both devaluers and non-devaluers. 

6 The equivalent increase in the volume of imports attributable to the devalua- 
tions would be roughly 20 per cent. 
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markets in Europe had been a factor limiting exports to the United 
States. Gradually, in one country after another, as inflationary con- 
ditions were brought under control, the export supply situation tended 
to ease. In the period under consideration, from 1948 to 1950, the 
general tendency in this direction continued. The increase in US. im- 
ports from Germany, for instance, from $10 million in the first half of 
1948 to $31 million in the first half of 1950, probably must be attributed 
in part to the improvement of economic and financial conditions in 
Germany. 

Some European countries, most notably the United Kingdom, en- 
gaged in “export drives” toward dollar markets both before and after 
the devaluations, and some of the efforts of these drives made in 1948 
or 1949 may have come to fruition only in 1950. But it would be very 
difficult to assess the importance of this. 

One particular measure to stimulate exports to the United States 
may well be mentioned here. Early in September 1949, just before the 
devaluations, the Netherlands granted exporters to the United States 
the right to retain for their own use 10 per cent of their dollar proceeds.” 
These dollars can be used for import transactions and thus create an 
implicit rate for this 10 per cent substantially above the official buying 
rate which applies to the remaining 90 per cent of the export proceeds. 
In practice, therefore, this measure constitutes an additional degree of 
devaluation on exports ® to the United States and Canada. On the basis 
of very approximate information concerning the implicit rates applying 
to these “export dollars” in the Netherlands, the additional deprecia- 
tion would appear to be about 5 per cent, so that the actual effective 
devaluation for the Netherlands (as far as exports to the United States 


and Canada are concerned) should be put at about 35 per cent rather 
than 30 per cent. 


U.S. Imports Following Outbreak of Korean Hostilities 


The developments in U'S. imports after the middle of 1950 cannot be 
expected to give much evidence that is relevant to estimating the effects 
of devaluation. The very sharp upsurge of imports from all countries 
after that date was related primarily to rearmament and the accumula- 
tion of inventories and, as the following figures ® show, was far in excess 


7 A similar system had been in operation in France for a long time prior to the 
devaluations and was instituted in Germany in the middle of 1950 (and repealed 
in March 1951). Only in the Netherlands, however, could the effects of the intro- 
duction of this system obscure the effects of the September 1949 devaluation itself, 

8 As dollar imports are far larger than dollar exports, the corresponding addi- 
tional devaluation on the import side may be considered as negligible. 


® The quarterly data are corrected for seasonal variation. For imports, the 1950 
data given are annual rates. 





in 
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of what would have been expected on the basis of the increase in U.S. 
industrial activity alone: 


1948 1949 1950 
A 





cr 


US. industrial production I II Il IV 


(1935-39 — 100) 192 176 183 195 205 216 
Imports from OEEC countries 


(million US. dollars) 977 842 980 1020 1360 1600 


In such a market situation, relative prices are likely to account for 
little of the change, possibilities of immediate purchase and anticipa- 
tions of future price rises for much more. It may be instructive, never- 
theless, to show how imports from individual European countries in 
the second half of 1950 compared with those in the second half of 1949. 
As indicated by Table 5, there was an average increase of imports into 


TABLE 5. VALUE oF US. Imports rrom OEEC Countriss, Seconp Hatr or 1949 
AND OF 1950 





Per- 
Exporting Second Half Second Half centage 
Countries 1949 1950 Change 


(million U.S. dollars) 





A. Devaluers 


Netherlands 
Norway 
Sweden 


Six devaluers 


B. Non-devaluers 


Belgium 
Switzerland 


D. All OEEC Countries 
Ratio, devaluers to non-devaluers 





1 Weighted average. The unweighted arithmetic averages are 230 for the de- 
valuers and 178 for the non-devaluers. But in view of the large relative changes 
it is preferable to use geometric unweighted averages, if unweighted averages are 
used at all; they are 212 and 176, respectively, yielding a ratio of 1.20. 

Source: Economic Cooperation Administration, 26th Report for the Public 

Advisory Board and US. Bureau of Census. All figures are US. im- 
port figures. 
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the United States from OEEC countries of nearly 100 per cent, the de- 
valuers’ increase being 18 per cent larger than the non-devaluers. But 
it is doubtful whether this difference can be regarded as significant 
when the movement in the same direction of the two group figures, and 
the spread of the components around the average, are so large. 


4, Exports to Other Western Hemisphere Markets 


Changes in European exports to other countries in the Western 
Hemisphere may usefully be considered in this paper together with 
changes in exports to the United States. The Western Hemisphere is 
a concept wider than the “dollar area,” and the meaning of the “dollar 
area” varies for different European countries.’° It is, nevertheless, 
proper to examine here the course of European trade with the Western 
Hemisphere as a whole, because even the countries outside the “dollar 
area” are important suppliers of raw materials and foodstuffs for 
Europe which can be substituted for imports from the United States. 

The movements of Europe’s exports to Canada and the rest of the 
Western Hemisphere, and, as a standard of comparison, the exports of 
the United States to the same markets, are shown by the data in 
Table 6. The substantial increase of Germany’s exports stands out most 
strikingly. In some individual markets, imports from Germany in- 
creased by several hundred per cent, usually from a very low initial 
figure. These increases reflected the recovery of markets lost by Ger- 
many during the war, and they were to be expected in the light of the 
rapid increase in Germany’s industrial production. There is no reason 
to believe that somewhat similar increases would not have occurred 
without any depreciation of the German currency. If Germany is 
omitted, the exports of the devaluers to other Western Hemisphere 
markets would show a decrease of $18 million. 

Even disregarding Germany, however, it appears that in the Western 
Hemisphere the devaluers on the whole did better than the non-de- 
valuers. Germany excluded, the devaluers’ exports decreased by only 
3 per cent, while those of the non-devaluers decreased by 24 per cent 
and those of the United States by 15 per cent. The total of the de- 
valuers reflects, moreover, primarily the United Kingdom’s exports, 
which amounted to over 70 per cent of the total of the group in the 
first half of 1949. An unweighted average of the percentage changes 
of six countries, excluding Germany, gives +24 per cent, while the un- 


weighted average of the percentages for the non-devaluers was —21 per 
cent. 


10 See Fernando A. Vera, “A Note on Payments Relations Between Latin Ameri- 
can and EPU Countries,” Staff Papers, Vol. I, pp. 465-70 (April 1951). 
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In trying to isolate the effect of the devaluations on exports to 
markets in the Western Hemisphere outside the United States, allow- 
ance must also be made for other factors. One factor is the change in 
general import demand. In the absence of data on national income or 
industrial production such as were used for the United States—and such 
data, even if available, might not be good short-run indicators of im- 
port demand—probably the best indicator of fluctuations in total im- 
port demand is the value or the volume of imports from the United 
States plus Europe. 

As shown by Table 6, total imports of the area from Europe and the 
United States decreased by 12 per cent in value terms between the 
first half of 1949 and the first half of 1950. After adjustment for price 
changes," the decline in the volume of imports would be about 5 per 
cent. It appears reasonable to assume that the shift in the demand 
curve for imports, as distinguished from the actual reduction in the 
quantity of imports, was somewhere between 12 per cent and 5 per cent. 
To the extent that demand for imports was regulated on the basis of 
available foreign exchange, the value percentage would appear to be 
the significant indicator. To the extent that it was determined by 
market demand, the volume figure would constitute a minimum esti- 
mate of the decline in demand, the decline in import prices having kept 
the volume of imports somewhat above what it would have been at 
unchanged prices. On balance it seems reasonable to conclude that im- 
port demand in the area was about 10 per cent less in the first half of 
1950 than in the same period in 1949.12 In the absence of any special 
factor, imports from the United States and from Europe might have 
been expected to be affected in the same way and therefore to have 
fallen by 10 per cent. Imports from the devaluers actually declined 
by 3 per cent, if Germany is excluded and rose by 3 per cent, if Ger- 
many is included. Thus, an improvement in export value from 7 to 13 
per cent may therefore be attributed to the devaluations (together with 
any other factors). 

It cannot, however, be taken for granted that all shifts in trade in 
the period considered were due to changes in relative prices. Where, 
between 1949 and 1950, the importing country intensified its restrictions 
against imports from the United States, the resulting increase in im- 
ports from Europe may reflect the inability to obtain licenses for im- 


11 Assumed at a reduction of roughly 15 per cent for imports from Europe, 
5 per cent for imports from the United States. 

12 Tt is beyond the scope of this paper to seek an explanation of this reduction 
in demand for imports. It may be associated in some countries with changes in 
export proceeds; in others with changes in monetary policies, or with the com- 
pletion of certain large investment programs. Intensified import restrictions may 
also have been a factor. 
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ports from the United States rather than the increased attractiveness 
of European prices. During the period, Brazil, Chile, and Peru appear 
to have intensified discrimination against the United States; but Co- 
lombia, and possibly Argentina, seem to have relaxed their restrictions. 
While these changes naturally affected the import demand in each of 
these markets, their effects do not seem to have been such as to in- 
validate altogether the general conclusions suggested above. Specifi- 
cally, it does not appear that all, or substantially all, the improvement 
of the position of the European devaluers in Latin America relative 
to the United States should be attributed to increased discrimination. 
Thus the non-devaluers, against whom discrimination was not nearly 
so generally directed as against the United States, on the whole did 
worse than the United States; and the following data on the percentage 
changes from the first half of 1949 to the first half of 1950 in the dollar 
value of exports from the United Kingdom and tiie United States to 
five markets which did not practice discrimination 7* show that the 
United Kingdom improved its position relative to the United States in 
four of them, and that the relative decline in the fifth market was 
negligible: 


From From 
Importing Markets United Kingdom United States 


In some countries in Latin America, imports were greatly affected by 
positions under payments agreements. It is impossible without a much 
more extensive study to appraise the effect of this factor and to isolate 
it from those of the devaluations. But it is probable that the violent 
changes, for instance, in trade with Argentina shown by the United 
Kingdom, France, and Italy reflect primarily changed positions under 
trade and payments agreements rather than changes in relative prices. 
U.K. exports to Argentina fell by 36 per cent, French exports tripled, 
and Italian exports were halved. For France and Italy the changes 
in the trade with Argentina were larger in dollar value than the 
changes with all other Western Hemisphere countries (outside the 
United States) combined, and in the opposite direction. Thus France’s 
trade with this area excluding Argentina showed a decline, Italy’s an 
increase. For the devaluers as a whole, however, the percentage change 


18 The figures for Canada (which, while practicing discrimination against im- 
ports from the United States, probably did not change the intensity of its re- 
strictions during the period) show the same tendency: United Kingdom + 4 per 
cent, United States — 9 per cent. 
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would not be greatly affected if exports to Argentina were excluded 
(from +3 per cent to +1 per cent), and the estimates derived above for 
the effects of devaluation on exports to this area, rough as they are, 
do not appear to need adjustment on this account. 


5. Dollar Imports of Europe 


Imports from United States 


Attention must next be given to the effects of the devaluations on the 
imports of Europe from the Western Hemisphere. For this purpose, 


TaBLe 7. VALUE or US. Exports to OEEC Countniss, First Haur or 1949 
AND OF 1950 





Importing First Half First Half Percentage 
Countries 1949 1950 Difference Change 
(million U.S. dollars) 





oh 
a 


1472 


Turkey 
United Kingdom 


—739.8 





Source: Economic Cooperation Administration, 26th Report for the Public 
Advisory Board. 


it seems reasonable to compare imports before and after devaluation 
and to select for this comparison data for periods sufficiently near the 
devaluations and preferably in such a manner as to eliminate seasonal 
fluctuations. The choice of the first half of 1950 compared with the 
first half of 1949 is, therefore, logical. Data covering U.S. exports to 
OEEC countries in these two periods (Table 7) show a decline of about 
$740 million (equal to an annual rate of $1.5 billion) or 32 per cent, 
for the total value of imports from the United States to the OEEC 
countries of Europe. Is this decline attributable to the devaluations? 
The suggestion is often made that the decline may have been due 


PE AIRE ER estas eos Es aa 
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largely to the intensification of restrictions; this intensification was, 
however, practically limited to the sterling area, and the United King- 
dom, Iceland, and Ireland account for only one fifth of the total decline. 
The percentage declines are, moreover, strikingly similar for countries 
with very different economic conditions and trade policies. In order of 
magnitude, the following percentage declines are all within a narrow 
range: Germany 46 per cent, Iceland 45 per cent, France 40 per cent, 
Portugal 39 per cent, the United Kingdom 38 per cent, Switzerland 
34 per cent, Italy 33 per cent. Obviously this general movement cannot 
be ascribed to increased restrictions. 

It is also striking that the percentages for the countries which did 
not devalue much or at all are not particularly out of line with those 
for the devaluers. Switzerland and Italy are close to France and the 
United Kingdom, Belgium close to the Netherlands and Denmark. 
But this fact in itself would not necessarily invalidate the hypothesis 
that the change in all countries was due to the devaluations. It is 
conceivable that in each country the main effect of the devaluations 
was to make imports from the United States relatively more expensive 
than imports from the devaluers—not more expensive than domestic 
commodities. If that were true, the total volume of imports would not 
change much, the main substitution being between imports from the 
United States and imports from the devaluers rather than between 
imports from the United States and home goods. Since the change in 
the relative prices of imports was felt by all countries whether they 
devalued or not, the percentage decline in dollar imports due to de- 
valuation could have been the same in both devaluing and non-de- 
valuing countries. 

But if this were the explanation of the similarity of the movements 
in imports from the United States, the recovery of exports by the de- 
valuers to other OEEC countries would be expected to have been more 
pronounced than that of the exports by the non-devaluers; indeed, the 
exports of the latter to Western Europe might be expected to have 
declined just as much as US. exports to Western Europe, or more, 
because they included a lower proportion of essential, low elasticity 
imports than the imports from the United States. But as the figures in 
Table 8, column 1, show, there was no such contrast between the 
movements of intra-European exports of devaluers and non-devaluers. 
All increased their exports to OEEC countries, most of them by sub- 
stantial percentages. While exports from the United States to all OKEC 
countries combined declined by 32 per cent in value and at least 25 per 
cent in volume, Italy increased its exports by 39 per cent in volume, 
in this respect doing better than two thirds of the devaluers. Switz- 
erland, which did not devalue at all, improved its exports by 15 per 
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cent, and Belgium, though nearly at the bottom of the list, still in- 
creased its exports to OEEC countries by 13 per cent. While the three 
“non-devaluers” did not, on the average, do quite so well as the other 
OEEC countries, their exports did not suffer in absolute terms and, 
indeed, showed substantial increases. 


Taste 8. CHANGE FROM First Hatr or 1949 to First Har or 1950 1n Exports 
FROM TWELVE! OEEC Countries To NorTHWESTERN AND 
SouTHERN Europe 2 





Percentage Percentage 
Change in Change in 
Volume of Export Price 
Exporting Index ¢ 
Countries (1) 2 





Germany 


. —36 
Netherlands —29 


United Kingdom 
Norway 
Switzerland 





1Comparable data not available for Iceland, Portugal, and Turkey. 

2 Area covered includes Spain but figures are not significantly affected by this. 

8 Value figures from Direction of International Trade (United Nations, Inter- 
national Monetary Fund, and International Bank for Reconstruction and Develop- 
ment) adjusted for export price changes shown in column 2. 


4 Export price index expressed in terms of dollars. Data are based on indices 
in International Financial Statistics (International Monetary Fund). 


It has been observed above (section 2) that the differences in the 
export price levels of the various European countries were, by the 
middle of 1950, by no means in line with the changes in the gold values 
of their currencies. The decline in the export price level in terms of 
dollars given in Table 3 is, therefore, shown in column 2 of Table 8, 
to see whether the development in the volume of exports in intra-Euro- 
pean trade may perhaps be explained not by differences in the degree 
of devaluation, but rather by differences in the ultimate change in 
the export price level. The comparison is unrewarding. Large price 
declines are found both at the top and at the bottom of the list, and in 
ris respects, too, there is little correlation between the two series of 

gures. 


At this stage, therefore, the conclusions are (a) that the increases in 
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intra-European trade were not significantly associated with changes in 
the relative prices of the exporting countries; (b) that the general and 
sharp decrease of imports from the United States was not, or at least 
not solely, attributable to the relative rise in prices of imports from the 
United States compared with prices of imports from European sources 
of supply; and (c) that the decrease in imports from the United States 
cannot, except for a fraction, be explained by increased restrictions. 


Cuart 2. US. Exports to OKEC Countries, January 1947-June 1950 


MILLIONS OF DOLLARS 
PER MONTH 


MILLIONS OF DOLLARS 
PER MONTH 
600 
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This means that the comparisons between the first half of 1949 and 
the first half of 1950 do not provide a satisfactory explanation of the 
decline in U.S. exports to Europe. It may be well to turn to statistics 
covering a somewhat longer period, i.e., the monthly value of U'S. ex- 
ports to the OEEC countries for a period of 34 years (Chart 2). The 
pattern of the curve appears striking. From early 1947 through the 
fall of 1948, and again from the middle of 1949 on, these exports showed 
a very smooth decline which seemed to slow down gradually. But the 
figures for December 1948 (a month affected by the November mari- 
time strike) and the first six months of 1949 were exceptionally high. 
It would appear that what requires explanation is not so much the level 
of exports in 1950 as the high rate prevailing in the first half of 1949. 

The tendency for U.S. exports to OEEC countries to be higher in 
1949 than could be expected on the basis of the 1947-48 trend is not 
surprising in general. While the European Recovery Plan had started 
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in the spring of 1948, it was gathering force only toward the end of 
that year. It was also natural that, with ECA help gradually declining, 
exports in the fiscal year 1950 would be less than in the fiscal year 1949. 
But while these factors could explain some gradual changes, they do 
not seem to give any explanation of the marked plateau in the first 
six months of 1949 or the abrupt fall (from $400 million to $274 
million) between June and July of that year. 

Nor again can this fall be attributed to the devaluations which oc- 
curred less than two weeks before the end of the third quarter. Antici- 
pation of the devaluations by traders, to the extent that it was at all 
reflected in trade movements (as distinguished from payments for 
trade), would have led to higher imports from the United States in the 
third quarter, not to lower imports. Even the United Kingdom’s ini- 
tial restrictions on dollar expenditure, announced early in July, could 
not have had a significant effect on U.S. exports in July; indeed, when 
the restrictions were announced it was indicated that they would have 
little effect before September.'* 

To some extent, the sharp decline may have been due to seasonal 
factors. Third quarter exports to OEEC countries were about $100 
million below second quarter exports in both 1947 and 1948, a decline 
of about 9 per cent.1> But between the second and third quarters of 
1949, the decline was $350 million, or 29 per cent. Again, while a 
seasonal decline is understandable for foodstuffs, the decline in this 
group had been only 11 per cent in 1948, while it was 30 per cent in 
1949. Reductions of one third in the movement of inedible animal 
products and of 54 per cent in nonmetallic minerals between the second 
and third quarters of 1949 obviously were not to any large extent at- 
tributable to seasonal factors. 

The abrupt decline in exports in July may have been due in part to 
uncertainty in the spring of 1949 as to the magnitude of the ECA pro- 
gram for 1949-50, which made governments hesitant in granting import 
licenses and thus led to a reduced rate of imports in July. Whatever 
the explanation, the first half of 1949 clearly cannot be used as a base 
period from which to judge the effects of the devaluations. 

The only possible course is therefore to measure the post-devaluation 
rate of Europe’s imports in relation to imports in the third quarter of 
1949. These data (Table 9) show a decline of only $134 million, or 
8 per cent, between the two periods compared. Six of the 14 countries 
show increases rather than decreases in their imports from the United 
States. 


14 The Times, London, July 7, 1949. But restrictions may have been tightened 
in practice some time earlier. 

15]t is doubtful whether even these declines were seasonal. Half of the 1948 
decline, for instance, was accounted for by reduced exports of merchant vessels. 
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Before this change can be related to the depreciations, a further 
analysis is required from two points of view. First, account should be 
taken of seasonal factors; secondly, it would be desirable to eliminate 
any part of the reduction that was clearly due to the improved supply 
position in Europe made possible by increased production. On the first 
point, it should be noted that cotton exports have a normal seasonal 
low in the third quarter of the year and tobacco exports a seasonal 


TaBLe 9. VALUE or U.S. Exports to OEEC Counrtriss, THIRD QUARTER OF 1949 AND 
First Hatr or 1950 





Importing Third Quarter First Half Percentage 
Countries 19491 1950 Difference Change 
(million U.S. dollars) 





Italy 
Netherlands 
N 


a 
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+ 


Brom meses 


3 | 
_ 
eo 
ms 





1 Multiplied by 2 to give a half-yearly rate. 3 
Source: Economie Cooperation Administration, 26th Report for the Public 
Advisory Board. 


high. Foodstuffs exports may also have a tendency to be low in the 
third quarter. Changes in foodstuffs supply conditions appear, how- 
ever, to outweigh the effects of this seasonal tendency. Finally, the 
European coal supply became sufficient in 1950 virtually to eliminate 
the need for imports. The changes in these various categories are 
shown in Table 10, together with the residual change in all other ex- 
ports, which was $36 million, or 4 per cent.’® 


16 The procedure followed of eliminating cotton and tobacco precludes any 
inference on the effect of the devaluations on the imports of these two com- 
modities. The following data for the first half of 1949 compared with the first half 
of 1950 indicate that the total decline for these two goods was only 4 per cent: 

First Half First Half 
of 1949 of 1950 Difference 
(million U.S. dollars) 
337 
48 


385 
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Of the $175 million decline in foodstuffs exports, $153 million was 
accounted for by grains and grain preparations. This reduction in 
grains was not due to the devaluations. The price elasticity of demand 
for grains is negligible. The increased local currency price of grains 
could not in so short a period after the devaluations produce any in- 
crease in supply. The reduced import demand for grains was due to 
the improvement in European grain crops and would have occurred 


Taste 10. VaLue or US. Exports or Setectep Commopities to OEEC Countriss, 
THIRD QuARTER OF 1949 AND First Har or 1950 


(In millions of U.S. dollars) 





Third Quarter First Half 





Commodities 19491 1950 Difference 
GOMOD) foes cksdee i ea% 139 336 +197 
MG ACCO. . iicdicices dststowieye saviors 151 48 —103 
WOOGStUES 6. cic ccciccccs.ecees 528 353 —175 

Balers costesisiataccretehtens 18 2 — 16 
All UROL sc.5,hssaie-eera enews 828 792 — 36 
PROC ood daria averecoer aces cvetare 1,664 1,531 —133 





1 Multiplied by 2 to give a half-yearly rate. 
Source: Economic Cooperation Administration, 26th Report for the Public 
visory Board. Totals are slightly below those in Table 8 owing to 
apparent slight differences in coverage. 


without the devaluations. The exports of wheat and rye to the OKEC 
countries from the Western Hemisphere and Australia show the follow- 
ing pattern during 1949 and 1950: 17 


1949 1950 

(million metric tons) 
Agta QUATKUER cesses cces eae sees 38 24 
ZNO QUATLET: sos cckeaic oe.c0ces coos 42 26 
Std Quarter .....c cess seees sees 3.1 2.1 
MD Quarter’ soe. 6ccc.ceeccwntere sieve 26 19 


Value figures corresponding to these quantity figures are not avail- 
able. Computed very roughly at a price of $80 a ton, these figures 
would indicate a reduction in value of $250 million between the first 
half of 1949 and the first half of 1950. 

The residual decline of $36 million for all other commodities shown 
in Table 10 no doubt still contains some reductions for certain com- 
modities that were due to supply factors. The decline in the export 
of steel mill products ($46 million, or more than the total residual 


17 Data are from Food and Agriculture Organization, Monthly Bulletin. They 
cover exports of wheat, wheat flour in wheat equivalents, and rye from Argentina, 
Australia, Canada, and the United States. 
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decline), for instance, is closely related to the increase in Europe’s 
steel output. 

Imports by countries of the commodities listed in Table 10 are not 
available for each OEEC country, but they may be obtained for the 
major countries, which account for 80 per cent of OEEC imports from 
the United States (Table 11). The two typically seasonal components 


Taste 11. CHANGES FROM THIRD QUARTER OF 19491 To First Har or 1950 IN 
VaLuE or US. Exports to Mason OKEC Countries 


(In millions of US. dollars) 








Importing All 
Countries Cotton Tobacco Food Coal Other Total 
BGG. .0ccccckencsseescs + 10 —_ — 31 — + 6 — 15 
VERGE ecccsis si codowkacianeden ca + 39 — 2 + 1 —9 +17 + 46 
GEMMONY sadcccwsssaciqudves + 34 — 8 —190 — +16 —148 
WEA Sie ratiaisseilacevediescace + 53 + 1 — —2 +28 + 80 
Netherlands ...........e006- + 14 + 1 + 12 —1 —19 + 
CCNOENE ois eiiec cid wcccieticrncivieree + 4 — + 2 —3 —1 + 2 
Switzerland ............eeee- — — il +1 — —2 — 2 
United Kingdom ............ +33 —9l + 15 — —22 — 65 
+187 —100 —190 —15 +23 — 95 
All other countries 
(residual figure) .......... + 10 — 3 + 15 —1 —59 — 38 
GS | eer ee +197 —103 —175 —16 —36 —133 





1 Multiplied by 2 to give a half-yearly rate. 


Source: U.S. Department of Commerce, Export and Import Trade with Leading 
Countries, January-June 1950, and data in Table 8. 


in Table 11 show consistent signs, high positive figures for cotton and, 
with two negligible exceptions, negative figures for tobacco. Food 
shows a number of increases, which may be seasonal, but they are far 
outweighed by the large decline shown by Germany. For coal all 
changes are, as might have been expected, negative. Attention should 
finally be concentrated on the “all other” column. Here, three coun- 
tries (Belgium, Sweden, and Switzerland) show small changes, while 
the five other countries show three increases (France, Germany, and 
Italy) and two decreases (the Netherlands and the United Kingdom), 
the changes in each of these five countries being of the order of about 
$20 million. For the eight main countries combined, there is a slight 
increase of $23 million in the “all other” category, leaving a propor- 
tionately large decline ($59 million) for the “all other” category for 
the eight smaller countries combined. 

The increase in imports of “other” goods in a number of countries 
and the smallness of the decrease in most other countries does not, of 
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course, indicate that the devaluations were not effective in restraining 
demand for these goods. Before the devaluations there was in most 
European countries a large unsatisfied demand for dollar goods, which 
were kept out of the market by import restrictions. The devaluations, 
by raising the prices of dollar goods, reduced this excess demand. For 
some commodities they may just have eliminated it, thus rendering 
unnecessary the continuance of restrictions on their import. For others, 
where the excess demand was small or the price elasticity high, the 
devaluations may have reduced total demand below the level of the 
actual imports before the devaluations and thus released dollars for 
the import of other commodities. For the remaining commodities, 
finally, the devaluations made possible a reduction of the intensity 
of restrictions on two counts: first, because the higher prices of imports 
eliminated part of the demand, and second, because reduced imports 
of other goods made it possible to satisfy a greater proportion of the 
remaining demand. 


Imports from other Western Hemisphere countries 


Data on imports from Canada (Table 12) show on the whole per- 
centage changes very similar to those found for imports from the United 
States (Table 7). It seems reasonable to assume, therefore, that in 
general the same factors were operative. Moreover, as much as four 
fifths of the imports from Canada, and as large a proportion of the 
reduction, were accounted for by the United Kingdom and should, 
therefore, be attributed to increased restrictions rather than to the 
devaluations. The decline for all the other major OEEC countries of 
imports from Canada was only $31 million, part of which was again 
not attributable to the devaluations. 

The changes in imports from the rest of the Western Hemisphere 
show a rather close correlation with the changes in exports to that area 
(see Table 13) , which suggests the probable effects of bilateral arrange- 


TaBLe 13. CHANGES FROM First HAtr or 1949 to First Hatr oF 1950 In VALUE OF 
TraDE oF Mason OEEC Countries with LATIN AMERICA 


(In millions of US. dollars) 





Changes in Changes in 
Country Exports 


United Kingdom 








Source: See Table 12. 
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ments. For all countries combined, imports declined by only $7.6 
million, less than one per cent, between the two periods. 


6. The Role of Capital Movements 


There are many indications that the deterioration of the trade posi- 
tion of the sterling area in the first half of 1949 was aggravated by 
movements of capital, despite the tight exchange control practiced by 
members of the sterling area.18 This exchange control could not, in 
any case, be effective in preventing exporters from keeping export 
proceeds abroad for a short time, or importers from acquiring short-run 
foreign exchange positions. Exchange control will see to it that export 
proceeds are delivered (not without some leaks) within a reasonable 
time of the export of the goods, and that imports come into the country 
within a reasonable time after the exchange has been made available. 
But the flexibility afforded by these moderate time spans is sufficient 
to build up considerable balances abroad over a short period, and an 
outward movement of capital of this kind is likely when devaluation 
appears probable in the near future. There must, moreover, have been 
other possibilities of taking capital out of the United Kingdom, which 


were used more intensively when the devaluation of sterling appeared 
imminent. 


It is not easy to find statistical evidence of the magnitude of the 
capital outflow in 1949. There are no quarterly balance of payments 
statistics for the United Kingdom, and the half-yearly data hide the 
deterioration between the first and second quarter and, even more im- 
portant, the sharp reversal between the third and fourth quarter of 
1949. The only evidence available, therefore, is (a) the quarterly data 
on the United Kingdom’s gold and dollar reserves, (b) contributions 
to these reserves from ECA, the Canadian Loan, and Fund drawings, 
(c) the quarterly balance of payments of the United States with the 


18 “Of course, when people saw that our reserves were falling rapidly they began 
to wonder if their confidence in sterling was well placed. Talk had started last 
spring about our exchange rates in a way which led to doubt as to whether they 
were not too high. Once it was suspected that a lowering might take place, people 
tried to turn pounds sterling into gold and dollars by all sorts of devices. That 
is a very difficult thing to stop, and there has been a good deal of it going on 
latterly. With low reserves we can’t afford losses of that kind. We had to take 
some steps to stop it. 

“That was one reason which convinced us of the need to lower the sterling rate 
of exchange to a new rate which would stop this drain on our reserves.” 

From speech by Sir Stafford Cripps, on September 18, 1949, announcing the 
devaluation of sterling (Financial Times, London, September 19, 1949). 
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sterling area, and (d) scattered data on trade between the sterling area 
and the dollar area. These data are presented in Table 14. 

Attention should be focused on column 5 of this table, entitled 
“other.” It is derived as a residual from a comparison of the financing 
items to the right and the known trade items (United States and 
Canada) and invisibles and known private capital movements (United 
States only) to the left. This column shows that the United Kingdom 
paid out about $300 million a quarter in gold and dollars in 1948 to 
settle the net positions of the whole sterling area with the rest of the 
dollar area and to make payments to Europe and other countries. It 
is unlikely that at that time the figure included any abnormal hidden 
outflow of capital to the dollar area. The net gold and dollar outpay- 
ments covered in this residual category declined to $196 million in the 
first quarter of 1949, but then increased to $329 million in the third 
quarter. The sudden sharp reversal to a net receipt of $94 million in 
the fourth quarter points in particular to the presumption of an outflow 
of capital in the third quarter, followed by a reflux in the fourth quarter. 

It is hazardous to derive from these figures any estimate of the 
magnitude of the speculative capital movement, because the figures 
contain also some current items (such as trade of the whole sterling 
area with the dollar area in Latin America) and ordinary capital move- 
ments with Canada and Latin America, as well as all errors and omis- 
sions. In some quarters, the fluctuations in these other factors may well 
have been larger than the total changes shown by the figures in 
column 5, of which they form a part. 

The break between the third and fourth quarter of 1949 (about $425 
million)?® is, however, so sharp that speculative capital movements 
must be responsible for a large part of it. The improvement in current 
items included in this change is not likely to have exceeded, say, $50 
million. This would leave some $375 million attributable to unrecorded 
capital movements (including unrecorded capital movements with the 
United States) and gold and dollar payments outside the dollar area. 
In the second half of 1949, the United Kingdom paid $118 million in 
gold and dollars to countries outside the dollar and the sterling areas. 
Under the assumption that practically all these payments occurred in 
the third quarter and that there was no significant reflux of gold or 
dollars from these countries in the fourth quarter, there would remain 
some $250 million due to uncovered capital movements with the dollar 
area, roughly from —$150 million in the third quarter to + $100 million 
in the fourth quarter. This might have been represented by an outflow 
of $150 million in the third quarter, offset by a reflux of $100 million 


19 Close to the total improvement which was $537 million (col. 6) and the 
reversal in the reserve position, $488 million (col. 9). 
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in the fourth quarter, if residual current items were in balance in the 
fourth quarter, or, say, by an outflow of $125 million and an inflow 
of $125 million, if there was a debit on account of residual current items 
of $25 million in the fourth quarter. 

It is by no means inconceivable that an outflow of capital of, say, 
$150 million could have occurred in the third quarter of 1949 as a 


TaBLE 15. IMPROVEMENT BETWEEN NINE Montus ENDED SEPTEMBER 1949 AND 
Nine Montus Enpep JuNeE 1950 1n Srertinec AREA BALANCE OF 
PAYMENTS WITH DOoLuAR AREA 


(In millions of US. dollars) 





Other 

United Sterling 
Kingdom Area 
Increase in exports 142 
Decrease in imports 392 





Trade balance 534 
Other known transactions with US............... eee eee 


Total improvement 


Reduction in sterling area gold sales 
Reduction in aid 


262 
1,429 1 


1,769 


1From decline of $431 million in first period to increase of $998 million in 
the second period. 


Source: Table 14 and sources given there. 





result of nothing but adjustments on the part of traders of leads and 
lags in connection with trade payments. Total trade of the sterling 
area with the United States and Canada in the third quarter was 
at a rate of $350 million a month. Thus, a capital movement of 
$175 million from the sterling area to the dollar area could be brought 
about by a two-week shift in payment practices, paying imports two 
weeks earlier than was customary and receiving payment for exports 
two weeks later. 

If somewhat longer periods are compared, by using three quarters 
rather than one before and after the devaluations, the extent to which 
changes in “other” items should be considered as capital movements is 
less certain; but it is still clear, as Table 15 shows, that (a) more than 
half of the improvement is to be found outside the main section of 
trade with the United States and Canada; (b) nearly nine-tenths of 
the improvement in the trade position vis-4-vis the United States and 
Canada was due to decreased imports; and (c), that while the reduction 
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in imports was about equally divided between the United Kingdom and 
the rest of the sterling area,”° there was a net decrease in U.K. exports, 
offset by a larger increase in exports by the rest of the sterling area. 


20 On a percentage basis, the similarity in the decline was even more striking: 
30 per cent for the United Kingdom, 33 per cent for the rest of the sterling area. 





The Role of the Banking System in the 
Chilean Inflation 
David L. Grove * 


HE CHILEAN ECONOMY has undergone almost continuous in- 
flation since the 1870’s, with only a few major interruptions. The 
inflation has been particularly severe in the last few years, during which 
Chile has provided a more or less classical illustration of the operation 
of the quantity theory of money. Partly because of the stage of eco- 
nomic development, and partly because of lack of confidence in the 
value of the currency, the Chilean people have been unwilling to hold 
as savings any appreciable proportion of new additions to the money 
supply, and therefore such additions have had a pronounced effect on 
prices. Nevertheless, inflation has never been sufficiently severe to 
cause a flight from currency as a medium of exchange for settling near- 
term transactions. 
In these circumstances, Chile’s history of chronic inflation is very 
closely related to the policies and activities of its banking system. Al- 
though the activities of the banking system have been only one element 


in the whole complex of forces determining the nature and magnitude 
of the inflation, they have been a dominating element, and one sus- 
ceptible to analysis more or less independently of the other forces. 
Accordingly, the present study is focused on only this one aspect of 
the Chilean inflation, the role of the banking system. 


The Money Supply and Prices 


The money supply ? in Chile increased steadily from 2 billion pesos 
at the end of 1937 to 18.5 billion pesos at the end of 1950, a rise of over 
800 per cent (Table 1). Time deposits, which may be regarded as 
potential money, increased from 1.15 billion pesos to 4.99 billion pesos, 
or 334 per cent, over the same period. The expansion in the money 


* Mr. Grove, a graduate of Harvard College, the Harvard Graduate School of 
Arts and Sciences, and the Harvard Graduate School of Public Administration 
is Chief of the Latin American Section, Division of International Finance, Boar 
of Governors of the Federal Reserve System. He has served as advisor on bank- 
ing legislation and credit policy to a number of Latin American countries and to 
the Philippines. In the spring of 1950, he was loaned to the Fund by the Federal 
Reserve Board to be a member of a Fund mission to Chile. 

1The money supply is defined as currency outside banks and local currency 


checking deposits of the public (i.e., excluding inter-bank deposits and deposits 
of the Treasury). 
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supply was accompanied by a 549 per cent increase in the cost of liv- 
ing (Table 2). Wholesale prices rose 472 per cent. The upward move- 
ment of prices was continuous over the entire period, with one excep- 
tion: at the end of 1938, the index of wholesale prices was 4 per cent 
lower than at the end of the preceding year. The cost of living index, 
on the other hand, rose by 2 per cent. 


TaBLe 2. INDICES OF WHOLESALE Prices AND Cost or LivING IN CHILE, 1937-50 
(1937 = 100) 





Cost of Living 
A. 





Average for 


Wholesale Prices zs 
End of Year End of Year 








Source: Computed from indices published in the Boletin Mensual of the Banco 
Central de Chile. 


These movements in the money supply and in the price level should 
be considered in relation to the growth in real gross national product 
and to the foreign prices of import goods. Imports are an important 
part of the total goods and materials consumed by the Chilean econ- 
omy. Between 1940 (the first year for which an adequate estimate is 
available) and 1950, the real gross national product, based on the cost 
of living index, rose 24.5 per cent, an average annual growth (not com- 
pounded) of slightly less than 2.5 per cent (Table 3). Unfortunately, 
there is no reliable index of the foreign prices of Chilean imports; how- 
ever, the U.S. wholesale price index for manufactured products may 
serve as an approximation. This index rose 104 per cent from the end 
of 1940 to the end of 1950. The Chilean money supply increased by 
520 per cent over the same period. 

Given the rate of growth in real gross national product and the 
movement of foreign prices, and on the assumption that changes in 
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the exchange rate are ruled out as an equilibrating mechanism, what 
policy should the Chilean authorities have adopted with respect to the 
price level and the money supply? If stability of the domestic price 
level had been taken as an objective, they would have had to impose 
a very restrictive monetary policy in order to force down the prices 
of domestic goods to compensate for the rise in the foreign prices of 
imported goods. The annual growth in real gross national product 


Taste 3. NomMinaL AND Reat Gross NationaL Propuct or CHILE, 1940-50 


(In billions of pesos) 





Gross National Product 4 Gross National Product in Pesos 





Year in Current Pesos of 1940 Purchasing Power 1 
PAU sioieiajalecoioreiaisiole eiarclsieyere iol elexsiavele oie esrsiers 18.8 188 
see SARE SSB ACCOR AO ONOo ONO UECOOnC OC 23.9 20.8 
SUE SAB AG BOO UUSO OU C OOOO CUUSON MD OURCOdC 29.3 20.2 
ARSENED wasp reso atersisioesomsereralerainiereslovelersa eerie es 35.4 20.9 
MDa eh cis aelalovareie nt olalavelarererecs's eiaieieloeteloreiniers sis 41.0 218 
MAPEOD cialaicisiatoveleishoiercisiwierelaieieieycleleeleleie csisiersiere 47.2 23.0 
SARA Se Set SOON ODEO ange 54.6 22.9 
Pg eos ares lataisva avs leicidistaisisisisicreze a isieeo ei ciate 69.7 219 
MAIS oiciataie Gisielcie slcisieisic sie slalom ianacieieats 85.7 22.9 
RNP craisus wicin siete sis oie atoreyeisiesiiere ornare veisioes 104.5 23.5 
OO ass isc Ree eneisicenien ieee 120.0 23.4 





1 Deflated on the basis of the cost of living index (col. 3 of Table 2). 
Source: Figures for 1940-49 were prepared by the staff of the Chilean Pro- 
duction Development Corporation; 1950 figures estimated by author. 


would, of course, have reduced the extent to which the money supply 
would have had to be curtailed. The decline in demand for foreign 
goods as a result of the shrinkage of money incomes and, to a limited 
extent, of the substitution of domestic for foreign goods, would have 
forced importers to reduce their profit margins somewhat; and this 
would have exerted some downward pressure on the local prices of 
imported goods, thereby in turn relieving some of the need to depress 
the prices of domestic goods. Nevertheless, in some years stability 
of the price level would have required a substantial downward ad- 
justment in money incomes and in the prices of domestic goods to 
offset the rise in the dollar prices of imports. The effects of such a 
downward adjustment would have been discouraging to private in- 
vestment, and would have been at odds with the more basic objective 
of rapid economic development. 

A more reasonable monetary policy, under the assumption of an 
unaltered exchange rate, would have had a two-pronged objective of 
permitting prices of domestic goods to rise part passu with the foreign 
prices of imports and of preventing prices from falling in years in 
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which real gross national product exhibited a tendency to decline.? 
The purpose of the second part of this objective would have been to 
avoid the danger of setting off a downward price-income spiral. Such 
a policy would have been much more compatible with a dynamic 
economy with adequate investment incentives. At the same time, 
however, the pressures on the balance of payments probably would 
not have been unduly great and the economy would not have been 
subjected to the distortions in resource allocation which have resulted 
from the inflationary policies actually adopted. This does not mean, 
of course, that the objectives of monetary policy should be directed 
primarily toward controlling the price level. Much more important 
are the effects of monetary policy on the volume and pattern of re- 
source utilization. However, it seems reasonable to assume that the 
price policy objective outlined above would have furthered the 
broader objectives of monetary policy and would have made possible 
at least as large a rate of increase in real gross national product as 
actually occurred. 

If such a price policy would have been appropriate for Chile in the 
period under review, what credit policy would have been called for? 
And to what extent did the credit policy actually adopted differ from 
this? Some increase in the money supply would undoubtedly have 
been necessary. The magnitude of the required increase would de- 
pend on what would have happened to the velocity of circulation of 
money if inflation had been restrained. 

In the circumstances which actually prevailed, the ratio of the 
gross national product to the money supply remained very stable 
(Table 4). Data necessary to calculate the relationship between bank 
debits and checking deposits with any degree of accuracy are not 
available except from 1943 onward. During these years, however, 
this relationship was also quite stable (Table 5). The stability of 
these relationships is not surprising. By the end of 1939, inflation had 
continued for a sufficient number of years so that money was no longer 
regarded as a convenient store of value. In these circumstances, ra- 
tional behavior involved holding money only for the purpose of mak- 
ing payments scheduled in a future so near that it was not feasible 
to invest the funds in the interim. With an average upward movement 
of 15 per cent annually in the cost of living, there was a cost involved 
in holding money even during the interim, but the cost was not yet 


2It may be argued that an even more appropriate policy objective would be 
to stabilize the prices of domestic goods and to adjust the exchange rate to the 
extent necessary to neutralize changes in the foreign prices of imports. A discus- 
sion of the monetary and credit policies appropriate to such an objective would 
be inextricably intertwined with questions of exchange policy beyond the scope 
of this paper. For this reason, the objective mentioned in the text has been taken 
as a convenient starting point for the ensuing discussion. 
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Tas.Le 4. Propuct Vetocity or Money 1n Cute, 1940-50 





Ratio of Gross National Product 
to Money Supply 








excessive in relation to the inconvenience and cost of shifting into and 
out of money. It may be worth observing, in passing, that the incon- 
venience and cost of such shifts are much greater in Chile than in 
a country like the United States, because Chile has no well-devel- 
oped securities market and brokers’ commissions are very high. In- 
flation has not reached a point in which there is a strong compulsion 
to compress the lag between receipts and expenditures to near zero, 
as occurred in the hyperinflation of China and Greece. Nevertheless, 
during the period under discussion, it seems reasonable to believe that 
Chileans were not willing to hold money much in excess of what they 


Taste 5. ANNUAL VELOCITY OF CIRCULATION oF CHECKING Deposits IN CHILE, 
1943-50 


(Cols. 1, 2, 4, 5 in millions of pesos) 





Commercial Banks Caja Nacional de Ahorros 
A 





t 





Annual ? Annual i 
velocity of velocity of 
Checking Checking oun turnover 

+ ebits 2 

(5) 


16,587 

20,167 

96,831 : 23,734 
125,433 : 29,185 


158,684 l 40,755 

199,536 : 51,089 

; 256,008 ; 72,479 
9,593 303,248 : 86,568 








1 Arithmetic averages of end-of-month balances for June and December of the 
given year and for December of the preceding year. The deposit data include only 
deposits denominated in Chilean currency. 

Source: Data from Banco Central de Chile. 
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needed for month-to-month requirements. In these circumstances, 
whenever the money supply increased more rapidly than the supply 
of goods and services, prices could be expected to rise roughly pari 
passu with the increase in the money supply. 

Under the assumption that the annual rate of growth of real gross 
national product would have remained relatively unchanged, and that 
the product velocity of money would have remained constant, Table 6 


Tas.e 6. “APPROPRIATE” AND ACTUAL PERCENTAGE INCREASES IN THE Money SupPPLy 
In Cutz, 1941-50 





Percentage Changes in 
Money Supply Necessary 
to Correspond with 
Increases in Total 


“Excessive” 
cr \ “Appropriate” Actual Percentage 
Real gross Percentage Percentage Increases in 
national Foreign prices Changes in Changes in Money 
product + of imports ? Money Supply? Money Supply Supply ¢ 
(2) (3) (4) (5) 








14 27 —4 
5 18 

23 

10 

9 


—5 
7 

7 
16 
2 





1 Based on cost of living index (col. 3 of Table 2). 


P a on US. wholesale price index of manufactured products (end of year 
ures). 


3 The figures in this column are obtained by adding 1.00 to the percentage 


figures in columns 1 and 2, expressed decimally, then taking their product, and 
then subtracting 1.00. 


4Column 4 minus column 3. 


presents a very crude attempt to measure (1) the annual change in 
the money supply that would have been necessary in each year from 
1940 to 1950 to keep in step with the growth in real gross national 
product, (2) the change in the money supply necessary to permit the 
price level to rise in synchronization with increases in the foreign 
prices of imports, (3) the actual increase in the money supply, and 
(4) the changes in the money supply over and above that consonant 
with the growth in real gross national product and with increases in 
foreign prices. Table 6 indicates that, with the exception of three 
years (1941, 1946, and 1950), the banking system expanded the money 
supply far beyond what would seem to have been appropriate.* More- 


3 The calculations of the “excessive” increases in the money supply should not 
be regarded as providing anything more than very rough statistical verification 
of the conclusion that the money supply was expanded too rapidly even in rela- 
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over, in one of the three exceptional years, 1941, the increase in real 
gross national product seems so large as to make the figure highly 
questionable. If the increase in real gross national product in 1941 
had been of an order of magnitude comparable to the other years in 
the series, the “excessive” increase in the money supply would have 
been positive rather than negative. 


Factors Producing Expansion in Money Supply 


The increase in the money supply from 2 billion pesos at the end 
of 1937 to 18.5 billion pesos at the end of 1950 was made possible by 
a tremendous increase in the assets of the Central Bank which, by 
providing the other banks with additional reserves, permitted a mul- 
tiple expansion of credits and deposits. 

The reserve position of the banks and their ability to expand the 
money supply are a result of the interplay of factors tending to create 
reserves and of factors tending to absorb reserves. Tables 7 and 8 
show the magnitudes of these forces in the period from the end of 
1937 through 1950. The net acquisition of international reserves (i.e., 
gold and foreign exchange) accounted for only 1.4 billion pesos, or 
15 per cent, of the total increase of 9.0 billion pesos in the factors cre- 
ating reserves. Of the total increase of 1.4 billion pesos, however, 0.6 
billion pesos, or 43 per cent, occurred in the single year 1943, and 
nearly 0.3 billion pesos, or about 20 per cent, occurred in 1950. There 
was very little change in the local currency value of international re- 
serves from 1946 through 1949 (Table 8). 

Central Bank credit increased by 7.5 billion pesos over the period, 
and accounted for 83 per cent of the total increase in the factors cre- 
ating bank reserves. Of this increase, 2.6 billion pesos, or 35 per cent, 
represented credit to banks; 1.8 billion pesos, or 24 per cent, credit 
to official development institutions; 1.7 billion pesos, or 23 per cent, 
loans to the public; and 1.4 billion pesos, or 18 per cent, credit to the 
Treasury. 

The Central Bank has followed a policy of rediscounting for banks 
any and all paper meeting the eligibility requirements prescribed in 
the Central Bank legislation. Thus, it has been purely passive in its 


tion to a policy objective of maintaining the relationship between domestic and 
foreign prices without modifying the exchange rate. The calculations, for 
purposes of simplicity, i ignore such relevant considerations as the extent to which 
an “excessive” increase in the money supply in any given year should be an 
element in determining the magnitude of the appropriate increase in the money 
supply during the following year, and the fact that de facto depreciations of the 
Chilean peso did occur during the period. 
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rediscounting operations. Moreover, borrowing from the Central Bank 
has been quite attractive to the banks in view of the fact that over 
the entire period under review the rediscount rate was maintained at 
the low level of 44 per cent for commercial banks and 5 per cent for 
the Caja Nacional de Ahorros.* On the other hand, the average rates 
charged by the banks rose from 7.73 per cent during the first half of 
1937 to 10.98 per cent during the second half of 1950 (Table 9). 

Central Bank credit to the Treasury was a substantial factor in 
providing bank reserves in only the years 1944, 1945, 1946, and 1950. 
Credit to official development institutions was a much more persistent 
source of additions to bank reserves. In only two years, 1944 and 
1945, did Central Bank credit to development institutions decline, 
thereby reducing bank reserves; and in the first of these two years, 
the decline was of negligible proportions (8.4 million pesos). 

Central Bank loans to the public increased every year except 1943, 
but the growth of these loans was not of importance in adding to bank 
reserves until 1947. The Central Bank did much more than keep in 
step with the other banks in extending credit to the public; its rate 
of expansion exceeded that for the banking system as a whole (i.e., 
Central Bank, commercial banks, and the Caja Nacional de Ahorros). 
At the end of 1937, Central Bank loans to the public were less than 
1 per cent of total bank loans to the public; by the end of 1950, they 
represented 9 per cent of the total. 

The Central Bank’s loans to the public have carried the rate of 6 
per cent, which contrasts favorably with the rates charged by com- 
mercial banks, the average of which has ranged from 7.7 to 11.0 per cent. 
Thus, the rate charged the public by the Central Bank has in effect 
been a “subsidy rate,” and the Central Bank presumably has had a 
problem of rationing this low-cost credit among many borrowers eager 
to receive it. Such a subsidy rate might well have been justified on 
grounds of specialization on loans for projects having high national 
priority, such as credit to small and medium-sized farmers; but there 
is little evidence that the criteria for distributing the Central Bank’s 
loans to the public have differed significantly from those of the other 
banks. 

Factors tending to absorb bank reserves, thereby reducing the abil- 
ity of the banks to create credit, may be conveniently grouped in four 
categories: (1) notes and coins outside banks, (2) official deposits 
with the Central Bank, (3) deposits of the public with the Central 
Bank, and (4) other nonmonetary liabilities of the Central Bank (i.e., 
capital and surplus, reserves, etc.). As shown by Tables 7 and 8, by 


4 A government-owned savings and loan bank. 
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Taste 9. INTEREST Rates oN BANK LOANS IN CHILE, 1937-50 





Average Rate Charged Maximum Permissible 
1 





Period on Bank Loans 
O30 MEStONAN cckcckckccsccaeSoane 7.73 11.12 
eG na eens 7.96 11.60 
I gd iit neice 7.93 11.94 
BP nian cadnaasstika nies tole 8.46 11.89 
eae ee 8.31 12.69 
TF in ae a 8.38 12.46 
A RE cs odds: 8.31 12.57 
|, gaa aRegREE YS 8.43 12.46 
| nen 8.33 12.64 
 cicicacdteauesameuas 8.50 12.50 
RE RO eR ae 8.64 12.75 
Laken pnn sie eiteaniont 9.08 12.96 
I I a iictiicecacubniacs 8.82 13.62 
eRe IEEE 9.01 13.23 
UN WIE Sov omccusexdcncevieccds 9.02 13.51 
aan neateiecneep Ur 9.05 13.53 
Sng ieee 9.08 13.58 
BO: sicecebinnciycderes 934 13.62 
PI ois ssciciccrceicinds 9.16 14.01 
BY rte creates ne 9.28 13.74 
I oi iitiiiccncceod. 9.24 13.92 
MEO? itetvesiansiegboed 9.30 13.86 
I iiietrrsiuccvus 9.84 13.95 
BT cree he eae 10.15 14.76 
1949 ist half ............0e..eeeees 10.00 15.23 
Biel earls copa 10.41 15.00 
WO WOE ci cicvchceiicatces 10.38 15.62 
NT a 10.98 15.57 





1In accordance with Law No. 4694 of November 22, 1929, the Superintendent 
of Banks during the first fifteen days of each half-year must publish in the Diario 
Oficial the average rate of interest charged by the banks on their loans during 
the preceding half-year and the maximum permissible rate which any bank may 
charge during the current half-year. The maximum rate is established by raising 
the average rate charged by all banks during the preceding half-year by 50 per cent. 
Source: —— de Bancos, Estadistica Bancaria and Boletin Mensual, 
950. 
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far the most important factor tending to absorb bank reserves in 
Chile during the period 1937-50 was the public’s demand for cash.5 
Increases in official deposits with the Central Bank were of some 
assistance in absorbing reserves in seven of the thirteen years of 
this period; in the other six years, net withdrawals of these deposits 
added to bank reserves. For the period as a whole, the net effect of 
changes in such deposits was to absorb a small amount of bank re- 
serves. Increases in official balances with the Central Bank could have 
played a much larger role, however. Government deposits with the 
commercial banks soared from 82 million pesos at the end of 1937 
to 2,089 million pesos at the end of 1949; and with the Caja Nacional 
de Ahorros, from 181 million to 2,348 million pesos (Table 10). Thus 


Taste 10. Deposirs oF THE CHILEAN GOVERNMENT AND Its AcENctEs, 1937-50 


(In millions of pesos) 











End of Central Commercial Caja Nacional 
Year Bank Banks de Ahorros Total 2 

82 181 268 
81 183 282 
197 231 449 
74 228 313 
40 180 252 
40 182 291 
53 313 411 
51 354 495 
255 461 784 
151 474 665 

337 1,119 1 
1,473 2; 3,513 
2,089 2,348 4,520 
1, 1,577 2,747 





1 Details may not add to totals because of rounding. 
Sources: Superintendencia de Bancos, Estadistica Bancaria, Boletin Mensual, 
and Boletin Bimensual. : 


government deposits with the commercial banks and the Caja com- 
bined increased by 4,174 million pesos between the end of 1937 and 
the end of 1949. Most of this increase, however, took place from 
about the end of 1946 onward. In 1950, government deposits with the 
commercial banks and the Caja Nacional de Ahorros were reduced 


5 Had the expansion of Central Bank credit and of the total money supply not 
occurred, prices would not have risen so much and the public would not have 
needed so much currency. Thus, this factor of absorption of bank reserves is very 
closely related to the factors of expansion, and is not an independent variable. 
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by 1,764 million pesos as a result of the budgetary deficit, but they 
still amounted to 2,673 million pesos. The reserves of the banks (i.e., 
currency on hand, deposits with the Central Bank, and certain other 
legally admissible assets) increased by only 1,736 million pesos from 
1937 through 1950 (see Table 11). Thus, much of the bank credit 
expansion and inflationary pressure in the Chilean economy after 1946 
might have been checked or even eliminated by a government policy 
of keeping a much larger proportion of government deposits with the 
Central Bank. This statement is based on the assumption, of course, 
that, had such a practice been followed, the Central Bank would not 
have expanded its loans to banks and to the public still further. The 
psychology of the Chilean business community, so long accustomed 
to the stimulating effects of inflation, and the widespread faith in in- 
flation as an instrument of economic development may, however, make 
this assumption unrealistic. 

Changes in the public’s deposits with the Central Bank alternately 
absorbed and created bank reserves, from one year to another, in al- 
most perfect rhythm, though with varying pitch (see Table 8). The 
net effect, over the period as a whole, was for such deposits to increase 
slightly, and to absorb a corresponding amount of bank reserves. It 
is of interest to note that Central Bank loans to the public expanded 
by 1,704 million pesos, but that deposits of the public with the Central 
Bank rose by only 47 million. 

Notwithstanding the magnitude of the factors tending to absorb 
bank reserves, the cash reserves of the banking system (excluding the 
Central Bank) mounted from 0.3 billion pesos at the end of 1937 to 
2.0 billion pesos at the end of 1950 (see Table 7). 

Particularly from the end of 1943 onward, most of the banks ex- 
panded credit to the maximum which the legal reserve requirements 
and their “till money” needs permitted (Table 11). This was to be 
expected, of course, in a period in which most of the banks were bor- 
rowing from the Central Bank. The commercial banks and the Caja 
Nacional de Ahorros expanded their total loans and investments from 
2.8 billion pesos at the end of 1937 to 20.2 billion pesos at the end 
of 1950 (Tables 12 and 13). The upward sweep of bank loans and 
investments was without interruption over the entire period. 

Commercial bank loans were almost exclusively to the public. 
Loans to the Treasury and to other government agencies were small 
and at their peak, in 1950, amounted to only 451 million pesos, con- 
trasted with loans of 12,761 million pesos to the public. Commercial 
bank loans to other borrowers (see Table 12) were even smaller and 
never exceeded 130 million pesos. 

Loans of the Caja Nacional de Ahorros (Table 13) were also pre- 
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dominantly to the public. Loans to the Treasury and other govern- 
ment agencies reached a peak of 349 million pesos at the end of 1947, 
compared with loans of 2,900 million pesos to the public in the same 
year. By the end of 1950, loans to the Treasury and other govern- 
ment agencies had dropped to 147 million, while loans to the public 
had climbed to 4,938 million. 

Securities represent a small part of Chilean banks’ total loans and 
investments. An inflationary environment makes long-term, fixed in- 
come instruments a particularly poor form of investment. For the 
commercial banks, at the end of 1950, securities represented less than 
3 per cent of their total loans and investments. For the Caja Nacional 
de Ahorros, the proportion was higher (15 per cent) but still small. 
Capital shares of the Central Bank were the most important type of 
security held by the commercial banks, and in every year exceeded 
holdings of government and municipal bonds. The Chilean banks are 
required by law to hold a certain amount of Central Bank shares, so 
that these investments are for the most part involuntary. Commercial 
bank holdings of government and municipal bonds amounted to only 
18 million pesos at the end of 1950. The bulk of securities held by the 
Caja Nacional de Ahorros, however, were governments and munici- 
pals; at the end of 1950, such holdings amounted to 794 million pesos 
out of total security holdings of 979 million. 


Bank Credit Expansion and Investment 


The expansion in bank credit made possible a large part of the total 
net investment of Chile during the period under review. To a much 
greater extent than in the United States, investors in Chile are depen- 
dent on bank credit to finance their undertakings. In 1949, for ex- 
ample, increases in the money supply and time deposits were equal to 
about 52 per cent of total net investment ® in Chile. It is not possible 
to compute the corresponding relationship in the United States, where 
government expenditures are not classified as investment and con- 
sumption expenditures. A rough comparison, however, may be made 
with the ratio of the increase in money supply and time deposits to net 
private investment ” in the United States. In 1949 this ratio was about 
5 per cent. 

The reasons for the dependence of Chilean investors on bank credit 
expansion are not difficult to uncover. For one thing, the volume of 
planned savings is small relative to investment opportunities and in- 


6 Including government expenditures classified as investment and also including 
the net foreign balance. | 
7 Including net foreign investment. 
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vestment needs. Planned savings are small because the low levels of 
real income leave little surplus after the bare needs of subsistence have 
been satisfied. In addition, very little of the limited volume of savings 
passes through organized financial markets where prospective investors 
can freely compete for use of the funds. A large part is used directly 
by savers themselves to build residential and commercial buildings, 
which are favorite forms of investment. Another large part is prob- 
ably ploughed back into the business of the savers. Very little of the 
savings is used for indirect investments. Savings in the form of life 
insurance are small. Except perhaps for self-financing, therefore, bank 
credit is the principal source from which investment is financed. The 
only other source of any magnitude is the reserves of the social security 
institutions. Moreover, it takes only a rather small amount of bank 
credit to utilize the planned savings placed at the banking system’s 
disposal by the community. For the most part, therefore, bank credit 
expansion involves lending “newly created” money rather than money 
saved by the public from incomes received in earlier years. 

Chile’s bank legislation places rather strict limits on the maturity 
of loans which banks may make and establishes a strong preference 
for short-term self-liquidating commercial loans. This does not mean, 
however, that the proceeds of such loans are not used to finance invest- 
ment in plant, equipment, and residential building. In most cases, the 
proceeds finance such types of investment only indirectly, but finance 
them none the less. For one thing, the economic activities of the aver- 
age businessman are less specialized than they are in the United States. 
It is quite common to find businessmen who are agriculturists, manu- 
facturers, and merchants, and _it is far more common to find business- 
men who combine at least two of these three types of activities. Banks 
may believe that they are supplying working capital for the activities 
of the borrowers when perhaps they are in fact financing the construc- 
tion of private residences, or apartment buildings, or plant or equip- 
ment by freeing the borrower’s own resources from his “bankable” ac- 
tivities and making them available for other purposes. Similarly, loans 
made for the ostensible purpose of financing the planting, harvesting, 
or marketing of agricultural products may in reality be financing pri- 
vate construction. In brief, an expansion of bank credit in Chile can 
probably be counted on to lead to an expansion of investment, and a 
contraction of bank credit would probably force a reduction in invest- 
ment. In neither case, because of the absence of any reliable way of 
determining in advance what the borrower regards as his marginal in- 
vestments, is it possible to anticipate how the change will be dis- 
tributed among inventories, residential building, commercial buildings, 
industrial and agricultural equipment, etc. 





INTERNATIONAL MONETARY FUND STAFF PAPERS 
Motives for Bank Lending and Private Borrowing 


In order to have an expansion of bank credit, two conditions are 
obviously necessary: (1) borrowers must be willing to borrow more, 
and (2) banks must be willing to lend more. One of the considerations 
of greatest importance to borrowers in shaping their decisions to bor- 
row is the “real” rate of interest which they must pay. Under the in- 


Taste 14. Reau AND Nomina Rates or INTEREST IN CHILE, 1937-501 


(per cent) 





Average Rate Charged Yearly Increase in 
on Bank Loans Cost of Living 
i (Ap) “Real” Interest Rate 1 








1The “real” interest rate column is computed by the formula 


r= (AEE) jt 


The figure computed by this formula shows the percentage increase or decrease 


in the real value of the money returned at the end of the year, compared with 
that lent. 


flationary conditions which have prevailed in Chile, the real rate of 
interest from the end of 1936 to date has been negative in all except 
three years—1938, 1939, and 1945—i.e., in all but these three years the 
purchasing power at maturity of the principal plus interest of a one- 
year loan would have been less than the purchasing power of the prin- 
cipal at the time it was lent (Table 14). The average real rate, on this 
basis, has been minus 4.8 per cent. Under these circumstances, there 
is an obvious incentive to borrow from the banks. Moreover, the mar- 
ginal return on new investment would be expected to be high at a time 
when total effective demand is being pushed up by government defi- 
cits, by balance-of-payments surpluses during the war period, and, in 
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the postwar period, by large amounts of domestic investment comple- 
mentary to the extraordinary importation of capital goods and raw 
materials. Even businessmen who are not seeking to expand the phys- 
ical volume of their transactions find that they need more and more 
working capital as prices rise. Thus, whether a businessman is trying 
to expand the real volume of his transactions or is merely trying to 
maintain the same volume, he finds that he “needs” more bank credit. 

In such circumstances, the banks are under certain pressures to lend, 
and stockholders are likely to be quite insistent that the management 
expand credit to the maximum in order to increase earnings. For one 
thing, the costs of the banks rise in periods of boom prosperity. If 
profits are declining because of rising costs, bankers are likely to reas- 
sess the factors which made them reluctant to expand credit more 
rapidly hitherto, and may be willing to make loans and investments 
which, in the absence of a squeeze on their profits, they would regard 
as unattractive. Moreover, if the demand for loans is increasing, it 
becomes even harder for bank managers to justify smaller profits and 
dividends to the shareholders. This seems to have been the situation 
in Chile. 

The movements of commercial bank revenues and expenses in the 
period 1937-50 are shown in Table 15. The ratio of bank receipts to 
expenses was 1.39 in 1950, contrasted with 1.71 in 1937; the entire de- 
cline, however, occurred after 1942. It is also evident from Table 15 
that the relative share of the principal categories of expenses changed 
only slightly over the decade. 

Notwithstanding the tremendous expansion in bank credit, bank 
earnings declined in real terms. The profits of commercial banks rose 
from 66 million pesos in 1937 to 361 million pesos in 1950 (Table 16), 
but the “real” value of bank profits in the latter year had dropped, in 
terms of 1937 prices, to 59 million pesos.® Bank capital and reserves 
rose from 647 million pesos in 1937 to 2,827 million pesos at the end of 
1950. Of this increase of 2,180 million pesos, it is estimated that 
roughly 550 million pesos came from retained earnings, and that the 
remaining 1,630 million came from new stock issues and from upward 
revaluation of assets. The last was particularly important in 1949 be- 
cause in that year the banks were authorized by the Superintendent of 


8 The marginal rate of return on investment might be expected to decline in 
a period in which total investment is being expanded rapidly. This would be 
true if the new investment were entirely competitive with existing investments. 
In fact, however, much of the new investment in Chile has been complementary 
to old investments and has created profitable opportunities for re-groupings of 
the existing stock of physical capital. In other words, there has been an upward 
shift in the marginal-efficiency-of-capital schedule. 

® Nominal profits deflated by the cost of living index, with 1937 = 100. 
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Banks to revalue their holdings of Central Bank shares and their 
premises. Despite this increase in bank capital and reserves between 
1937 and 1950, the real value of bank capital in 1950, in terms of 1937 
prices, was only 464 million pesos. 

Thus, the squeeze of higher costs and the decline in the real value of 
their capital and earnings have tended to make bankers willing lenders 
to eager borrowers. 


TaBLe 16. Caprtau, Prorits, AND CapitaL ReTuRN or COMMERCIAL BANKS IN CHILE, 
1937-50 


(In millions of pesos) 





Nominal Nominal and 
Capital and Real Capital Nominal Real Return 
and Reserves 2 Profits (3-1 or 4+2) 
(2) (3) (4) (per cent) 
646.5 65.5 
675.6 69.6 
700.6 776 
643.9 84.7 


577.9 101.1 
483.1 110.5 
458.9 124.8 
458.3 155.2 


454.1 156.5 
467.7 213.7 
442.2 257.3 
411.1 309.8 


496.0 320.7 
464.2 361.3 








1 Average for year. 
2 Nominal figures deflated by cost of living index (Table 2, col. 3). 


The joint action of the banks intensifies the very effects which they 
are endeavouring to escape, but this is not apparent to any individual 
banker, or, if it is, it does him no good to leave the race. The only thing 
he can do to protect his shareholders and to maintain the relative 
standing of his bank is to try to run a little faster than his fellow 
bankers. Moreover, once the inflationary process is well under way, 
bankers are likely to fear that any cessation of the inflation process 
would involve a liquidation crisis and a deflation which would result in 
many loans turning sour, with consequent losses to the bank. Thus, to 
some extent, the individual banker finds himself between Scylla and 
Charybdis. If he does not expand credit at a rapid rate, the rising 
price level will reduce the real value of kis bank’s capital and earnings. 
On the other hand, each banker realizes that the more extended is his 
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loan portfolio, the more vulnerable is his bank’s position, because an 
eventual cessation of the inflationary process may well involve large- 
scale insolvencies which may severely endanger the liquidity and sol- 
vency of the banking system. Nevertheless, once the inflationary proc- 
ess has begun, bankers ordinarily have little alternative but to join in 
the process provided that they can obtain funds from the Central Bank 
or elsewhere. The Central Bank of Chile, standing ready to meet the 
demands of banks and other borrowers at low rates of interest, has not 
been an effective obstacle to the process of credit expansion by the 
other banks. 





Investment Service of Underdeveloped 
Countries 
David Finch * 


HE PROPORTION of foreign exchange receipts absorbed by the 
service of foreign investments has frequently been regarded as a 
criterion of the capacity of a country to accept and service successfully 
additional foreign capital. In this paper such information as is readily 
available on this proportion, henceforth called the investment service 
ratio, is presented for the early stages of development for a number 
of countries that were formerly underdeveloped; and for recent periods 
for a number of underdeveloped countries. The significance of the 


investment service ratio as a criterion is assessed briefly in the 
conclusion." 


Investment Service Ratio 


The investment service ratio may be defined statistically as the 


percentage of current foreign exchange receipts, exclusive of compen- 
satory financing, absorbed by investment income payments. Com- 
pensatory financing is excluded from current foreign exchange receipts 
because it cannot be regarded as part of the receipts normally available 
for the servicing of debts. Compensatory financing comes into being 
only because the normal receipts are insufficient and the authorities 
take action to meet this situation.? 


* Mr. Finch, economist in the Balance of Payments Division, is a graduate of 
the University of Melbourne, Australia, and the London School of Economics. 
He was formerly a lecturer in the University of Tasmania. 

1 This paper was prepared in accordance with the terms of Resolution 294 (XI) 
D of the 11th (August 1950) Session of the Economic and Social Council, which 
requested the Fund to assemble and analyze the statistical and other data bearing 
upon the capacity of underdeveloped countries to service investments of foreign 
capital, with special reference to the proportion of foreign exchange receipts 
absorbed by service on foreign investment. 

2 For a complete discussion of compensatory financing and the items which may 
be so classified, the reader is referred to the introduction to the Fund’s first 
Balance of Payments Yearbook. Monetary gold exports are a form of compensa- 
tory financing, and the proceeds of monetary gold sales are, therefore, not included 
in foreign exchange receipts for the purpose of this study. On the other hand, 
proceeds of nonmonetary gold exports (i.e., gold production, gold scrap, and gold 
drawn from private hoards) are included in receipts since sales of such gold to 
the monetary authorities or to foreigners are essentially the same as merchandise 
exports. In reports to the Fund for the postwar years, such sales have been com- 
puted on a net basis by taking the difference between the monetary movement 
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In calculating the investment service ratio, receipts from private 
capital movements and from official noncompensatory capital move- 
ments have been excluded from the denominator for a number of 
reasons. In the first place, they are not available for debt service to 
the same extent as other receipts. They are in large part directly spent 
on imports of capital goods. For example, receipts from a loan from 
the International Bank are wholly absorbed in this fishion. Ideally, 
a division of capital receipts into those used directly on imports and 
those available for debt service might have been attempted or, failing 
that, an attempt might have been made to calculate the lower and 
the upper limits of the investment service ratio according as capital 
receipts were or were not included in foreign exchange receipts. For 
statistical reasons, however, it was not possible to follow this procedure. 
Direct figures of private capital movements are usually unobtainable. 
Indirect estimates—obtained by identifying private capital movements 
with the difference between net official financing and net goods, services, 
and private donations—could be used, but would involve errors of un- 
known magnitude. Official noncompensatory capital movements are 
difficult to determine because the dividing line between such financing 
and compensatory financing is sometimes difficult to draw. 

Ideally, a further deduction from foreign exchange receipts might 
also have been made for the import component of exports. To the 
extent that exports embody some imports, the full foreign exchange 
receipts from exports are not available for debt service. However, it is 
obviously impossible to adjust the statistics for this factor. 

The numerator of the investment service ratio as here defined nor- 
mally includes only investment income payments. Amortization pay- 
ments have been excluded because adequate comparable statistics are 
not available. In the majority of cases, the amounts involved do not 
appear to have been substantial. Reinvested earnings have been in- 
cluded in investment income payments, where available. 

Because of the difference in cyclical behavior between interest and 
dividends (or profits), it would have been desirable to make a distinc- 
tion in the numerator between (1) contractual income payments on 
loans, bonds, and other fixed obligations and (2) residual payments on 
equities (preferred stock, common stock, branch accounts, etc.). In 
most cases the available statistics do not permit such a segregation, 


(i.e., change in official gold reserves of the reporting country) and the country’s 
international transfers of gold (i.e., exports, imports, earmark, and release from 
earmark). In the present study, net credits so computed are added to receipts 
from merchandise exports for the years and countries covered by data drawn from 
the Fund’s Yearbooks. In most other cases, only gold production is entered in 
nonmonetary exports since lack of detailed information (e.g., with regard to 
changes in gold under earmark and gold coin in circulation) makes it difficult to 
compile data comparable with those reported to the Fund for the postwar period. 
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although account has been taken of these differences in interpreting 
the ratios for certain countries. 


Countries Covered 


Balance of payments information for a number of countries on a 
comparable ba8is has become available only in recent years. Ac- 
cordingly, any historical study of the investment service ratio, even 
when defined as the ratio of investment income payments to current 
receipts, runs into serious statistical difficulties. These difficulties are 
increased, moreover, when the attempt is made to concentrate on under- 
developed countries. For a preliminary study of the subject, the anal- 
ysis here has been limited to selected countries for periods for which 
the necessary data are readily available. Five more-developed coun- 
tries, which at one time were underdeveloped, and two underdeveloped 
countries have been selected. Countries in the first category are the 
United States (1827-1926), Japan (1904-18), Canada (1900-48), Aus- 
tralia (1904-49), and Argentina (1881-1900 and 1926-48). In the 
second group are India (1929-39) and Indonesia (1925-39). In addi- 
tion, figures for all the underdeveloped countries in Asia and Africa 
which are given in the Fund’s Yearbooks are summarized. 

The more-developed countries covered by the analysis outnumber 
the underdeveloped countries for which the historical record is avail- 
able. This is in part because the foreign investment in the more-de- 
veloped countries in their earlier stages of development took the form 
of portfolio securities with published rates of return, rather than of 
private direct investments. Investments in the presently underde- 
veloped countries largely take the form of private direct investment 
by large companies which even today publish little information on 
their earnings classified according to country of investment. 


The more-developed countries 


The available statistics indicate that the investment service ratio 
of the United States was of moderate size when compared with the 
ratios for other more-developed countries, such as Canada, Australia, 
and Argentina. The highest U.S. ratio shown by the annual statistics 
is 14 per cent in 1869 (Chart I).* Broadly speaking, the ratio grew 
until about 1870. From that time to about 1897 it appears to have 
remained fairly constant. From 1897 it fell quite slowly until 1914 
when it fell rapidly with the great expansion of exports during the 

3 The detailed statistics underlying these charts for the more-developed coun- 


tries are presented in Tables 1-6, together with explanatory notes on their sources 
and on some of the qualifications concerning their comparability. 
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Cuart 1. United States: Investment Service Ratio, 1821-1926 
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firs; World War. The record has been carried here only through 1926, 
since in recent years the ratio has been negligible and of little sig- 
nificance for the U.S. economy. 

The figures for Japan show a relatively simple pattern (Chart 2). 
Prior to 1904 there was a very small debt service. Borrowing at the 
time of the 1904 war with Russia led to a peak ratio of 14 per cent 
in 1906. The investment debt service remained at this general level, 
which was not considerable according to the standard of some other 
countries, until 1914. During the 1914-18 war there was a fourfold 
increase in trade which reduced the ratio to inconsiderable proportions. 
Since 1918 foreign debt service has been of little importance for Japan, 
and for the present study the record has been discontinued after that 
year. 

Canada, at the beginning of the period studied, 1900, already had a 
fairly high investment service ratio, which tended to grow until 1914, 
in spite of a considerable increase in exports (Chart 3). From 1914 
to 1917 there was a sharp reduction in the ratio, due primarily to a 
threefold increase in receipts. These receipts subsequently fell back 
from the high 1917 level; although the ratio then increased somewhat, 
it fluctuated around the moderate level of 15-20 per cent until 1928. 
The ‘onset of the depression cut Canada’s receipts in half between 1928 
and 1932, with a consequent doubling of the ratio to the very high 
level of 37 per cent. Since 1932 the ratio has fallen sharply. While 
it tended to level off at about 20 per cent in the late 1930’s it subse- 
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Cuart 2. Japan: Investment Service Ratio, 1904-1918 
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Cuart 3. Canada and Australia: Investment Service Ratio, 1900-1948 
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quently declined further, as receipts expanded during the second World 
War. The ratio since 1941 has been less than 10 per cent. 

Australian investment service followed broadly a pattern similar to 
the Canadian, the principal difference being a somewhat higher level 
throughout most of the period studied, and a smaller and more delayed 
reaction to the two world wars. Australia had a high ratio of 26 per 
cent for the first year (1904) for which statistics are available. Mod- 
erate fluctuations then occurred, but the general level did not change 
markedly until 1929. The lowest ratio (15 per cent) in that period 
was in 1919-20 when a postwar increase in exports temporarily out- 
paced the growth in investment income payments. In the early 1930's, 
the ratio rose sharply to the extremely high figure of 44 per cent in 
1930-31. After that peak, the ratio progressively became smaller than 
the growth in exports, and by 1948-49 it was less than 8 per cent. 


Cuart 4. Argentina: Investment Service Ratio, 1881-1948 
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The data for Argentina show that in 1881 there was already a 
relatively high investment service ratio (Chart 4). It increased, with 
some fluctuation, to the amazing figure of 66 per cent in 1889, probably 
one of the highest ratios ever recorded. This increase was due primarily 
to extremely heavy borrowing which outpaced the growth in exports. 
The peak ratio was insupportable and a debt adjustment was carried 
through in 1891, which reduced the payments by half. Foreign invest- 
ment in Argentina was resumed, however, and, despite the growth of 
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exports, the ratio of income payments remained at a high level—almost 
38 per cent in 1900. From 1901 to 1925 there is a gap in the available 
statistics, but in 1926 the ratio was at a more moderate level, com- 
parable with the experience of Canada and Australia. The halving 
of export income in the depression led to a doubling of the ratio by 
1933. Thereafter it fell because of large increases in receipts and, after 
1946, because of a decline in investment income payments apparently 
due in part to blocking. 

The records of these five more-developed countries reveal the striking 
fact that each country incurred a relatively large debt service in the 
early stages of its development and subsequently progressed to the 
point where the burden became quite small, or even negligible. The 
change in the ratio for each of these countries has to some extent 
occurred gradually with the development of the country, but the major 
changes have been associated with the two great wars and their in- 
flationary aftermath. For the period of the 1914-18 war, Japan and the 
United States show very rapid changes. Japan reduced her investment 
income payments from 12 per cent of current account receipts in 1914 
to 3 per cent in 1918; for the United States the reduction was from 
7 per cent in 1913-14 to 1 per cent in 1919. For the 1939-45 war 
period and the immediate postwar years, Canada, Australia, and Argen- 
tina show rapid changes. Canada’s ratio fell from 21 per cent in 1939 
to 8 per cent in 1948; Australia’s from 26 to 8 per cent; and Argentina’s 
from 26 to 1 per cent. The declines for Canada and Australia were 
due to large increases in current account receipts associated with un- 
changed investment income payments; whereas for Argentina, an in- 
crease in receipts was accompanied by a decline in investment income 
payments due in part to exchange restrictions. 

The experiences of Canada, Australia, and Argentina in the depres- 
sion differed from those of the postwar years. From 1928 to 1932 
Canada’s investment service ratio rose from 15 to 37 per cent, Aus- 
tralia’s from 26 to 36 per cent, and Argentina’s from 19 to 34 per cent. 
These increases were due largely to the rigidity of the investment in- 
come payments in the face of a decline in foreign exchange receipts—a 
rigidity due to the high proportion of bonds with their fixed interest. 


Underdeveloped countries 


The movements of the investment service ratios for two underde- 
veloped countries for which an historical record is available are shown 
in Chart 5. For India, whose record covers the years 1929 to 1938, the 
ratio follows a pattern similar to that observed for the more-developed 
countries. The onset of the depression caused a sharp increase in the 
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ratio because current receipts fell while investment income payments 
remained fairly constant. After the trough of the depression, the ratio 
was reduced steadily as export proceeds recovered. The pattern differs 
from that for Canada, Australia, and Argentina in that the ratio for 
India was not much more than half that for each of the other three 
countries. 


Cuart 5. India and Indonesia: Investment Service Ratio, 1925-1939 
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The ratio for Indonesia followed a pattern strikingly different from 
that of the other countries studied. It did not increase in the depression, 
but remained remarkably constant throughout the 15-year period 
(1925-39) for which data are available, in spite of large fluctuations 
in current receipts. This suggests that the foreign investment in In- 
donesia was predominantly of the equity type (with a variable return) 
rather than of the creditor type (with a fixed return). This hypothesis 
is supported by a classification of investment income payments into 
interest and dividends, which shows that the constancy in the ratio was 
due to the fact that dividends varied more in proportion to changes in 
exports. Even though interest payments remained fairly constant, 
following the pattern observed in other countries, the fluctuation in 
dividends was sufficiently marked to yield a relatively stable over-all 
ratio. The difference between the variations in dividends and interest 
is illustrated by the change in the proportion of dividend payments to 
total investment income payments, which was as high as 78 per cent 
in 1926 and as low as 18 per cent in 1934. 
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Cuart 6. Selected Underdeveloped Countries: Investment Service Ratio, 1948 
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Ratios for a number of underdeveloped countries are given in 
Table 9* and, where reasonably comprehensive, the 1948 ratios for 
these countries are shown in Chart 6. The countries excluded from the 
chart are those for which investment income payments are believed 
to be substantially understated. The figures for the other countries, 
however, are not fully comparable. As pointed out above, reinvested 
earnings could not be estimated in all cases. Moreover, in some cases 
investment income of all sorts (creditor as well as equity) was wholly 
or partially blocked, so that no exchange transfer took place. In such 
cases, a balance of payments based on the exchange record shows no 
income payments. It is not possible, in general, to make quantitative 
correction for such factors. Consequently, care must be exercised in 
comparing the figures of one country with another. 

For this group of countries as a whole, the data cover the years 
1946-49; for a few countries, however, 1938 figures are also available. 
A comparison of the ratios in the years after the second World War 
with those for 1938 is made possible by the following tabulation: 


1988 1948 1949 
(per cent) 
Latin America 
Costa Rica 
Dominican Republic 


22.4 
16.0 

23 
10.0 
16.7 

59 
10.5 
26.0 


Other 
Indonesia 


— 
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For the Latin American countries listed, the ratio for some increased 
over the ten-year period, and for others it decreased. The combined 
pattern, however, indicates that investment income payments increased 
pari passu with the growth in current receipts. Since direct investment 
predominates in these countries, they have not experienced the fall in 
the investment service ratio characteristic of countries with investment 
income payments fixed in money terms. For each of the three Middle 
and Far Eastern countries, the investment service ratio dropped sharply 


4 The countries covered are those included in the Fund’s Yearbooks. 

5 Refers to 1939. we 

6 This figure is inflated through the inclusion of a liquidation dividend by a 
mining company. 

7 Refers to 1938-39. 
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in the period studied.® Although such a limited selection of countries 
may not be representative of the area as a whole, the inference might 
be that political factors were limiting foreign investment in that region. 

The outstanding feature of the investment service ratio of the under- 
developed countries is its diversity, which is brought out clearly in 
Chart 6. This diversity appears to be related less to broad geograph- 
ical divisions than to the availability of exceptional natural resources 
suitable for development of export trade. The three countries with the 
highest ratios—Iran, Northern Rhodesia, and Venezuela—are pri- 
marily producers and exporters of mineral products. These countries 
have attracted very large amounts of foreign capital relative to the 
size of their economies. 


Conclusion 


The foregoing review, while perhaps suggestive, does not lead to any 
conclusion as to the amount of foreign borrowing a country can pro- 
perly undertake for purposes of domestic development. Two broad 
questions are involved: (1) Will the borrowing add more to the coun- 
try’s output in the long run than it costs, taking into account not only 
the direct service of the debt, but also the adjustments that it directly 
and indirectly effects in the country’s economic structure and its terms 
of trade? (2) In the short run, can the country meet the service of its 
debt year after year in the face of the wide fluctuations it may experi- 
ence in its international receipts, taking into account the monetary re- 
serves and other types of compensatory financing that it can bring to 
bear to cover deficits in its balance of payments? 

The debt service ratios are hardly designed to answer the first ques- 
tion. The answer lies in the over-all effects of the borrowing. Foreign 
exchange to service the debt may be created in various ways. The in- 
vestment of foreign capital may tend to create its own means of pay- 
ment by expanding the country’s exports or replacing imports. This 
may be done directly; or it may be done indirectly by developing har- 
bors, roads, public utilities, irrigation systems, etc., which foster in- 
dustries that increase exports or replace imports. The replacement of 
imports may come about through the production of alternative, rather 
than identical, goods. Even if the investment does not, of itself, lead 
to a shift in the balance of payments sufficient to finance the service 
of the debt, it may add enough to domestic productivity to permit the 
monetary authorities to readjust the over-all economy to its world mar- 


8The postwar figures for Indonesia are possibly substantially understated 
because oil transactions are excluded in toto from the balance of payments. 
Even if full allowance is made for such understatement, however, there was still 
undoubtedly a substantial decline in the investment service ratio for Indonesia. 
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kets on a basis that will permit servicing of the debt while still enjoy- 
ing a net addition to the national output from the investment. Whether 
in fact the authorities will be able to do this will depend not only on 
the direct impact of the investment, but upon elasticities of demand 
and supply and the effects of the readjustment on the country’s terms 
of trade. The basic problem is whether the investment will make a 
net addition to the country’s output, taking into consideration the 
whole complex of its effects. The ratios given have little relevance to 
this analysis. A low ratio such as that for the Philippines is no indica- 
tion that a proposed investment will be productive from the stand- 
point of the national economy as a whole, and a high ratio, such as 
that for Iran, is no proof that further investment will be unproductive. 

The ratios have more bearing on the second question. Even if the 
first question has been answered satisfactorily and it is evident that 
the investment will be productive in the long run, there remains a dan- 
ger that the service of the debt will prove insupportable in a period 
when international receipts contract sharply. At such a time, the limit- 
ing factor (disregarding for the moment compensatory financing) is 
the extent to which imports can be squeezed down to fit the amount 
of foreign exchange left over after the debt service has been deducted 
from the sharply reduced total. A great many considerations must be 
taken into account in this analysis. 

In the first place, the total receipts to which imports have to be ad- 
justed are receipts from both capital inflow and current account. As 
was noted earlier, it has not been feasible to include the receipts from 
capital inflow in the computations presented in this study; hence the 
full scope of the adjustment forced upon imports at times when raw 
material markets abroad and capital inflow contract is not shown in the 
figures. 

On the other hand, the debt service which has to be met from total 
international receipts is not necessarily a fixed quantity. Creditor 
capital calls for an almost fixed service, thus passing on to imports the 
full effect of a decline in receipts. Equity capital, however, must be 
satisfied with residual earnings and these are likely to contract sharply 
at times when raw material markets abroad and capital inflow shrink. 
The decline in service of the equity debt means that the full impact 
of the reduction in foreign exchange receipts is not passed on to im- 
ports. It follows that, from the cyclical standpoint, a country can 
safely assume a considerably larger service of foreign indebtedness if 
it-is on an equity basis than if it calls for fixed interest and amortiza- 
tion payments. 

Whether, given these various conditions, the country can stand the 
impact on its imports depends on their essentiality and the discipline 
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of the community. It may be easy to dispense with luxuries or imports 
for which ready alternatives can be produced at home, or to reduce 
substantially the inflow of capital goods if the country’s expansion 
program can be smoothly curtailed. Just how far the economy can ad- 
just to an abrupt decline in imports is a matter for special study in 
each case. ; 

Finally, the answer to the second question has to be modified to take 
into account the possibility of compensatory financing. If a country 
can command sufficient compensatory financing, it can bridge over the 
temporary difficulties in its balance of payments without any break 
in service of the debt and without compressing imports unduly. It can 
continue to finance both by drawing on its gold and foreign exchange 
reserves, or on the International Monetary Fund, or by floating loans 
abroad or even negotiating grants to meet the temporary deficiency of 
foreign exchange in the market. Ideally, countries should put them- 
selves in a position in good times to supply the compensatory financing 
required to carry them through bad times. They should build up their 
reserves, repay the Fund, and establish their government credit on such 
a basis that an international loan can be arranged even during a period 
of unsettled markets. In practice, this has often proved difficult. To 
the extent that countries fail in this objective and (1) are subject to 
wide fluctuations in their international receipts, (2) have a high ratio 
of creditor to equity indebtedness, and (3) are unable to compress im- 
ports sharply without serious repercussions on the internal economy— 
to the extent that these conditions are realized, a country with a high 
ratio of total debt service to total foreign exchange receipts will be 
vulnerable to year-to-year fluctuations in export receipts. 

It is evident that the ratios here presented provide only one factor 
for determining whether a country may be overborrowing, and that 
no very useful ceiling can be set beyond which the ratio becomes un- 
safe. The ratios do, however, supply relevant information; and in cases 
where comparisons are made between countries in generally similar 
circumstances or between different periods for the same country, they 


may suggest preliminary conclusions that should be investigated by 
further study. 











nao —@ Fi Oo ““ OD 


> 


INVESTMENT SERVICE OF UNDERDEVELOPED COUNTRIES 73 


Taste 1. Unrrep Srates: INvestTMENT Service Ratio, By Prriops, 1821-1914 


AND 1919-26 





Period 


Investment 
Income 
Payments as 
Investment Per Cent of 
Current Income Current 
Receipts Payments Receipts 
(millions of U.S. dollars) 








1821-1914: C. J. Bullock, J. H. Williams, and R. S. Tucker, “The 
Balance of Trade of the United States,” Review of Economic Statistics, 
July 1919, pp. 213-66. 

1919-26: US. Bureau of the Census, Historical Statistics of the United 
States, 1789-1945 (Washington, 1949), Series M15, 19 and 26. 

Gold production and silver exports: Ibid., Series G119 and M48. 


1. The dollar figures in this table are totals for the period specified. Until 


1842 they refer to fiscal years ended September 30; until 1914, to fiscal 
years ended June 30; and thereafter to calendar years. 


. Throughout this table silver has been treated as an ordinary com- 


modity and not as a monetary metal. 


. Gold production, recorded for calendar years, has been converted to 


a fiscal-year basis, where necessary, by averaging the calendar-year data. 


. The figures for 1821 to 1914 are rough estimates. Current receipts 


do not include certain small items, such as port disbursements of 
foreign ships, tourist receipts and, after 1874, immigrants’ capital. Gold 
production for 1821-34 and silver exports for 1821-24 have been esti- 
mated from partial data. Investment income payments are based on 


estimates of the value of foreign investments in the United States 
and assumed over-all rates of return. 


. The figure for gold movement included in 1919-26 current receipts is 


the Department of Commerce estimate of nonmonetary gold move- 
ment. This differs from the earlier figures in that allowance is made 
for domestic nonmonetary use of gold. 
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TaBLe 2. Unitep States: INvESTMENT Service Ratio, By Years, 1860-1926 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 
(millions of U.S. dollars) 





98 
86 
79 
8.4 
8.3 
8.2 
79 
7.1 
68 
72 
8.1 
8.0 
7.5 
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70 
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For notes to table, see p. 75. 





Sources: 
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NOTES TO TABLE 2 


1860-78: F. D. Graham, “International Trade under Depreciated 
Paper: The United States, 1862-79,” Quarterly Journal of Economics, 
1921-22, p. 231. 

1898-1914: P. D. Dickens, The Transition Period in American Inter- 
national Financing, 1897-1914 (unpublished doctoral dissertation, 
George Washington University, 1933). 

1919-26: U.S. Bureau of the Census, Historical Statistics of the United 
States, 1789-1945 (Washington, 1949), Series M16, 19, and 26. 

Gold production and silver exports: Ibid., Series G119 and M48. 


1. For 1860-78 and 1898-1914, the data refer to fiscal years ended June 


30; thereafter, they refer to calendar years. Gold production, recorded 
for calendar years, has been converted to a fiscal-year basis, where 
necessary, by averaging the calendar-year data. A similar conversion 
has also been necessary, for 1898-1914, for the data on investment 
income receipts and payments. 


. Current receipts for 1860-78 do not include certain minor items, such 


as tourist receipts, immigrants’ capital, and investment income receipts. 
The investment income payments, described as net of investment 
income receipts (which were presumably small) are based on a detailed 
investigation of primary sources. They differ quite substantially in 
particular years from the figures given in the text of the Review of 
Economic Statistics article (cf. source for Table 1), but the average 
ratio for the period 1860-78 indicated by the figures given in this table 
is 9.4 per cent, a figure not inconsistent with that given in Table 1. 


. Current receipts in the period 1898-1914 include the minor items which 


were not included in the earlier estimates. The figures included for 
freight and investment income receipts are greater than those estimated 
for this period in the Review of Economic Statistics (op. cit.), and 
they appear to be more accurate. The investment income payments 
are based on a detailed investigation by P. D. Dickens (op. cit.), who 
suggests that the estimates for this period in the Review of Economic 
Statistics, overstate the payments by one quarter, the error arising 
principally toward the end of the period. 


. The figures for gold movement included in current receipts for the 


period 1919-26 are _the Department of Commerce estimates. They 
differ from the earlier figures in that allowance is made for domestic 
nonmonetary use of gold 
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TaBLe 3. JAPAN: INVESTMENT Service Ratio, By Years, 1904-1918 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 
(millions of yen) 








Sources: Foreign Trade of Japan—A Statistical Survey, T. Ishibashi, ed. 
(Tokyo, 1935). oe in The Industrialization of Japan and 
M anchukuo, 1930-1940, E. B. Schumpeter, ed., New York, 1940.) 
Gold production : R. H. Ridgway, Summarized Data of Gold Pro- 


duction (US. Department of Commerce, Washington, 1929). 


1. From 1904 to 1911, exports are described as being slightly undervalued 
because, although "they include packing charges, they do not include 
other (presumably loading) charges. After 1911, exports are valued 
f.o.b. Transportation receipts are consistent with the valuation of 
imports on a c.if. basis throughout. 

. Investment income payments consist in major part (normally around 
95 per cent) of interest and dividends on Japanese securities, to which 
has been added an estimate of the income of foreign undertakings. 
This latter estimate has been made by taking half of the payments 
listed as “Income of foreign undertakings and services in Japan”; in 
the figures for 1923-27, this proportion of these payments was 
described as income of foreign undertakings. 
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TaBLe 4. CANADA: INVESTMENT SERVICE Ratio, By YEARS, 1900-1948 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 


(millions of Canadian dollars) 
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TasLe 4.—(Continued) 





Investment Income 
Inves.ment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 
(millions of Canadian dollars) 





1 
1 


ma 


STOO O10 
DOWD BROOD 





Sources: 


1900-26: F. A. Knox, Dominion Monetary Policy, 1929-1934 (a study 
prepared for the Royal Commission on Dominion-Provincial Rela- 
tions, Ottawa, 1939). 

Gold production, 1900-26: The Canada Yearbook (Ottawa). 
1926-48: Dominion Bureau of Statistics, The Canadian Balance of 
International Payments, 1926-48 (Ottawa, 1949). 


1. The estimates for the years 1900-13 are based on Jacob Viner, Canada’s 


Balance of International Indebtedness (Cambridge, Mass., 1924), with 
minor conceptual changes by F. A. Knox to make them more com- 
parable with the latter’s estimates for the period 1914-26. 


. Until 1926, current receipts include gold production as recorded in 


The Canada Yearbook; after 1926, they include nonmonetary gold 
as estimated by the Dominion Bureau of Statistics. These estimates 
differ from the gold production figures in that they exclude the small 
amount used by industry or the arts and are taken at the stage when 


the gold comes to the mint for refining (rather than at the stage of 
mine output). 
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Taste 5. AUSTRALIA: INVESTMENT Service Ratio, By Years, 1904-1949 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 


(millions of Australian pounds) 





15.3 
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TasLe 5.—(Continued) 





Investment Income 
Investment 
Current Income 
Receipts Payments Current Receipts 
(millions of Australian pounds) 





21.3 





Sources: 1904-29: Roland Wilson, Capital Imports and the Terms of Trade 
(Melbourne, 1931). 
Gold production, 1904-29: Official Yearbook of the Commonwealth 
of Australia (Canberra). 
1928-37: League of Nations, Balances of Payments, 1986 and Balances 
of Payments, 1938 (Geneva, 1937, 1938). 
1936-49: Commonwealth Bureau of Census and Statistics, The Aus- 
tralian Balance of Payments, 1928-29 and 1948-49 (Canberra, 1951). 


1. For 1904-13, the data refer to calendar years; for 1915-49, they refer to 
fiscal years ended June 30. 

. Until 1938-39, receipts include total gold production; thereafter, they 
include total gold production less industrial absorption of gold 


(amounting, in 1939-40, to £A0.2 million). 

. The League of Nations figures were expressed in terms of pounds 
sterling, which have been converted to pounds Australian for the 
above table by use of average annual exchange rates as given in the 
Monthly Review of Statistics (Commonwealth Bureau of Census and 
Statistics). 

. The coverage and accuracy of the estimates have improved in the suc- 
cessive sources. The magnitude of the differences is indicated by the 
overlapping years. 

. Reinvested earnings are included in investment income payments 
after 1928-29, in which year they were estimated at £A2.4 million. 
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TasBLe 6. ARGENTINA: INVESTMENT SERVICE Ratio, By YEARS, 1881-1948 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 


(millions of pesos) 
12.0 








For notes to table, see p. 82. 
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Sources: 
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NOTES TO TABLE 6. 


1881-1900: J. H. Williams, Argentine International Trade Under In- 
convertible Paper Money, 1880-1900 (Cambridge, Mass., 1920). 
1926-45: League of Nations, Balances of Payments, 1987 (Geneva, 
1938) and Balances of Payments, 1939-45 (Geneva, 1948). 

1946-48: International Monetary Fund, Balance of Payments Year- 
book (Washington, 1949, 1950). 

Gold production: R. H. Ridgway, Summarized Data of Gold Produc- 
tion (US. Department of Commerce, Washington, 1929) and US. 
Department of the Interior, Minerals Yearbook (Washington). 


1. The figures for 1881-1900 are values in gold pesos. Current receipts in- 


clude only exports and gold production, but other receipts on current 
account (for which no figures are available) were probably very small. 
The export figures before 1892 are based upon official price lists rather 
than actual market prices. Investment income payments include 
regular amortization payments, which could not be separated in the 
source. 


. The figures for 1926-48 are in terms of paper pesos converted at a 


rate of exchange which, to 1936, was the official selling rate and there- 
after was the official buying rate. Current receipts for this period 
include estimates of other services but, until 1943, these are only on a 
net basis. Transportation receipts are entered on a basis consistent 
with the cif. valuation of imports. Investment income payments 
include regular amortization payments and possibly some small 
amounts of private capital movements. The figure for investment 
income payments for 1948 is indicated by other sources to be too low. 
Investment income payments to the United Kingdom and the United 


States alone in that year amounted to approximately 140 million pesos, 
or 2.4 per cent of current receipts. 
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Taste 7. INpIA: INVESTMENT SeRvicE Ratio, By Years, 1929-1939 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Year Receipts Payments Current Receipts 
(millions of rupees) 








Sources: League of Nations, Balances of Payments (Geneva) for various years. 
dies Gold production: Statistical Abstract for British India (Delhi). 
otes: 


1. The figures are for fiscal years ended March 31. They refer to India 
and Burma jointly until April 1, 1987, when Burma was separated. 


. Transportation is entered on a basis consistent with the valuation of 
imports c.if. 


Taste 8. InponesiA: INvestmMENT Service Ratio, By Years, 1925-1939 





Investment Income 
Investment Payments as 
Current Income Per Cent of 
Receipts Payments Current Receipts 
(millions of Indonesian guilders) 








Sources: League of Nations, Balances of Payments (Geneva) for various years. 


Gold production: U.S. Department of the Interior, Minerals Yearbook 
(Washington). 


Notes: 
1. Current receipts for 1925-31 include exports of silver coin which can- 
not be separated in the source. 
. In 1925, a relatively prosperous year, reinvested earnings (not included 
in investment income payments) are estimated to have been 80 
million guilders, or 22 per cent of interest and dividends paid abroad. 
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TaBLe 9. UNDERDEVELOPED CountTRIES IN Latin America, AFRICA, AND ASIA: 
INVESTMENT Service Ratio, By Years, 1938, 1946-49 





Investment Income Payments as Per Cent of Current Receipts 
ae 











‘1938 1946 1947 1948 1949 
Latin America 
BOWVIG: 6.<60ice be Senewiets Biers alees 183 23.1 17.7 
MBUAEM) Secsisseiseecar meen ics rae 46 85 86 
Ci) CYL cee eee rere err ers 14.1 17.5 19.1 171 
Colombia .............. ere (4.2) (3.0) (2.0) (38) 
Costa Rica ...cccscesses 10.9 59 (1.5) 18.6 22.4 
OUD a) eS were a ceases re 74 9.1 93 48 
Dominican Republic .... 19.72 218 20.0 178 16.0 
WCUAGOL 66.0 0:5. 6:65ciesc00 ae (2.7) (2.2) 5.4 56 
El Salvador ............ 3.0 3.0 2.7 3.0 23 
Guatemala ............. bers 14.7 173 173 ae 
Honduras® ......60000+ Be: 31.5 248 216 eee 
IMMOMICO 6osidsi cd oKneeoaee 168 75 82 88 10.0 
Nicaragua ............. 9.7 19.4 18.0 15.0 16.7 
POTAQUAY i o:s:c.0:0%i00%05-0 sen ar ee 3.2 15 
CMO acess ewes 30.9 11.9 6.2 72 59 
Puerto Rico” .......... hee 4.7 3.1 3.6 3.8 
Surinam ........ccee0e 3.1 ee Bree Ree 10.5 
Venezuela ............. 313 30.5 38.9 38.8 26.0 
Africa 
Belgian Congo Bes Kens 82 wes 
eC ee eee 12.0 79 35 65 
BOGRAG IIB 6,5 )6,0:4)4 5.5650. s'si0 (1.8) (2.4) (2.5) (2.8) 
Northern Rhodesia ..... 33.5 459 42.5 34.3 
Southern Rhodesia ..... 10.1 88 75 8.1 
Asia 
ROOD sash wanienednns sae 115 10.2 68 3.2 
ND ie A naeaeecneas 49¢ 10 3 12 oe 
PRIN oc neeskdésaxawsanss 12.7 (1.9) (2.2) 53 5.0 
TNGOROMG 6ccscscccaene 30.1 eee hei (5.0) (8.5) 
NE oe orncseemet Pe 440 53.5 66.6 53.1 
PIA aan ceca seesaw 41.2» 20.7 176 11.1 17.7 
NE ae ae ea ata Sees er ope 06 09 
Philippine Republic .... (0.7) 3.6 3.9 5.0 
THGMABE. ss icsine oe scien’ me 59 (0.4) ows 
WUERBY, dcciecsinseicisesisiee 0.1 03 2.4 waes 





* Refers to 1939. 


> Data are for fiscal years beginning in the year indicated in the column heading. 


© Refers to 1936. 


Source: International Monetary Fund, Balance of Payments Yearbook (Wash- 


ington, 1949, 1950, 1951). 
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NOTES TO TABLE 9. 


. Figures in parentheses are probably substantial underestimates. 
. This table includes all underdeveloped Latin American, African, and 


Asian countries for which there is information in the Fund’s Yearbooks. 


. Current receipts in this table differ from current receipts as shown in 


the Fund’s Yearbooks in that they exclude compensatory official 
grants. Of the countries listed here, this item is significant only for 
China. 


. Current receipts in this table differ from corresponding estimates in 


earlier tables through the inclusion in nonmonetary gold movements 
of changes in private hoards. The difference is significant only for 
India in 1938, when such gold movements accounted for 10 per cent of 
current receipts. 


. For many of these countries, investment income payments of direct- 


investment companies have been estimated indirectly. (For a general 
description of the method, see International Monetary Fund, Balance 
of Payments Manual, January 1950, Table B5.) For example, for Iran, 
investment income from oil has been calculated by deducting from oil 
exports (a) royalties paid, (b) exchange sold for local expenditure, 
and (c) imports paid for with own exchange. 

In some cases, a portion of the investment income accruing to 

foreigners is not recorded at all. Where this unrecorded portion is 

believed to be large relative to the recorded portion, the figures are 
given in parentheses. 

. Detailed information on the coverage and methods used in the esti- 
mation of the investment income payments and current receipts for 
each country is available in the notes in the country sections in the 
Fund’s Yearbooks. 
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I. Intropuction 


HE BALANCE OF PAYMENTS, in its modern sense, may be 
defined as a system of accounts in which the accounting entity 
is a country or region and the entries refer to all economic transactions 
between residents of the country or region and residents of the rest of the 
world. The term “economic transactions” is used here in a broad 
sense to include transfers of goods, the rendering of services, and 
transfers of capital items, whether or not a quid pro quo is given. The 
quid pro quo may take the form either of payment in money or another 
capital item (including a promise to pay) or of payment in kind, that 
is in the form of goods and services. Transactions in which there is a 
quid pro quo may be described as two-way transactions, and those in 
which there is not, as one-way transactions. Two-way transactions 
are recorded by means of equal credit and debit entries to indicate the 
two sides of the transaction. For one-way transactions, the one side 
is recorded in the usual way and the double-entry system is preserved 
by offsetting this entry by a contra-entry under a heading described 
as “donations” or “unilateral transfers.” 
The balance of payments is customarily divided into two major 
sections: a current account and a capital account. The standard 


* Mr. Badger, until recently economist in the Balance of Payments Division, 
is a graduate of the University of Adelaide, South Australia, and of George 
Washington University, Washington, D. C. He was formerly Economic Secretary 
of the Far Eastern Commission, and has now rejoined the service of the Common- 
wealth Bank of Australia. This article is an abridged and revised version of a 
dissertation submitted to George Washington University in partial satisfaction 
of the requirements for the degree of Doctor of Philosophy. 
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schedule adopted by the International Monetary Fund, which is shown 
in Table 1, provides a typical example of this form of presentation. 
Apart from differences of opinion on the treatment of certain types of 
donation or unilateral transfer, it is fairly generally agreed that the 
line between the current and the capital accounts should be drawn, as 
in this example, between those entries which represent changes in the 
country’s international creditor-debtor position or in its monetary 
gold holdings and those which do not. Within this broad framework 
there is considerable diversity, both in the type of classification used 
and in the method of presentation, as may readily be seen by com- 
paring the official balance of payments statements published in different 
countries. 


Historical Review 
Origin of the concept 


While the precise formulation of the balance of payments in ac- 
cordance with accounting principles is of recent origin, the underlying 
concept is one of the oldest tools of economic analysis. Its origin can 
be traced back as far as the earliest period of mercantilist thought in 
the latter part of the fourteenth century. The term was first used in 
its modern sense, according to Viner, by Sir James Steuart in 1767,7 
but the general idea had been familiar for centuries. In these early 
forms, the most prominence was given to merchandise trade and move- 
ments of precious metals, but the existence of “invisibles” was also 


‘recognized. The term “balance of trade” was ordinarily used inter- 


changeably to mean the commodity balance of trade or the total 
balance of commodity and non-commodity items. Other terms, such 
as “balance of accounts,” “temporal balance of remittance,” “state of 
debt and credit,” were also used * but the concept was fundamentally 
the same. 


First statistical computation 


In spite of the early development of the concept, statistical computa- 
tion of the balance of payments is of quite recent origin. The com- 


1Sir James Steuart, An Inquiry into the Principles of Political Economy 
(1767), II, p. 453: “We must always carefully avoid confounding the grand balance 
of payments with . . . the balance of trade.” Quoted in Jacob Viner, Studies in 
the Theory of International Trade (New York, 1937), p. 14. 

2 For an interesting example as early as 1381, see A. E. Bland, P. A. Brown, and 
R. H. Tawney, English Economic History: Select Documents (London, 1914) 
p. 220, quoting a Richard Leicester who attributed the loss of gold that England 
was experiencing to “exchanges made to the Court of Rome” as well as to excessive 
imports. As Viner has shown, the mercantilist writers of the seventeenth century 
listed almost all the invisible items which would be included today. 

8 Viner, op. cit. pp. 14-15. 
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Tasie 1. INTERNATIONAL Monetary Funp StanpArD SCHEDULE 


A. CURRENT TRANSACTIONS 


Period Covered 
Exchange Rate: U.S. $. 














Credit Debit 
(Receipts) | (Payments) 





. Merchandise (1.1 plus 1.2) 
1.1 Exports and imports (both f.o.b.) 
SBOE 6.5. 6 Aaa ee eee es 











. Nonmonetary gold movement (net) 





- Foreign travel . . 





. Transportation (4.1 plus 4.2) 
4.1 Gross freight... . 
4.2 Other .... 











- Insurance... ..ec.sceee 





. Investment income (6.1 through 6.3) . 
6.1 Direct investment ........ 
6.2 Other interest ........ 
6.3 Other equity 














. Government, not included elsewhere (7.1 plus 7.2) . 
7.1 Military expenditures, and surplus property . 
TR OUIOE. 66586 808 os O80 Oe 6 











+ Miscellaneous . 2... 2s ee ee eens 





Total goods and services (1 through 8) .. 





. Donations (9.1 through 9.4). .......6- 
9.1 Personal and institutional remittances 
9.2 Other private transfers ........- 
9.3 Reparations ‘ ° 
9.4 Official grants ... . 




















10. Total current transactions (1 through 9). 














ERRORS AND OMISSIONS (16 minus 10) . . 
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Taste 1. INTERNATIONAL Monetary Funp SraNDARD SCHEDULE 


B. MOVEMENT OF CAPITAL AND MONETARY GOLD 


Period Covered 











Exchange Rate: U.S. $ 





Net Movement Increasing (+) 
or Decreasing (-) 





Assets Liabilities] Net Assets 





PRIVATE (excluding banking institutions) 
11. Long-term capital (11.1 through 11.6) . 





11.1 Direct investment ......... 





11.2 Portfolio securities: bonds .... 





11.3 Portfolio securities: shares... . 





11.4 Amortization . . ° 





11.5 Other contractual repayments. . . 





11.6 Other... 2. cece ec cees 





. Short-term capital (12.1 plus 12.2) 
12.1 Currency, deposits, Government obligations . 
12.2 Other....... 





OFFICIAL AND BANKING INSTITUTIONS 
13. Long-term capital (13.1 through 13.6) ... 





13.1 Official loans 





13.2 Bank loans... . 





13.3 Portfolio securities 





13.4 Amortization. .........-. 





13.5 Other contractual repayments. ... . 





13.6 Other. . c CORA eC ee erat 





. Short-term capital (14.1 through 14.4) ....... 





14.1 Payments and clearing agreements 





14.2 Liabilities to IMF and IBRD. . 





14.3 Other liabilities to official and banking institutions 





(Ok 1° ee ee rer ae 


15. Monetary gold. .... 





16. Total movement of capital and monetary gold 
(11 through 15)... 2. eee eee eee 
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modity balance of trade was first computed for England in 1615,‘ but 
it was not until the latter part of the nineteenth century that attempts 
were made to measure the “invisible” items and to construct a state- 
ment resembling the balance of payments in its modern sense. In 
England, interest in the subject was aroused by a desire to explain the 
increasing import surplus which had been developing since about 1825 
in spite of the continuing outflow of capital.® In 1903, Shaw-Lefevre 
brought together a number of these estimates and established a rough 
balance of payments for the period 1865-1902.° His estimates indicated 
a net capital outflow of £1,290 million during this period. Further 
unofficial estimates were made by Sir George Paish * and C. K. Hobson.® 
The first official estimates were made by the Board of Trade for the 
years 1907, 1910, and 1913; after World War I, official estimates were 
published regularly. Developments were similar in the United States, 
except that the capital movement and the flow of investment income 
which attracted attention were in the opposite direction. A number of 
early estimates are quoted by Taussig,® the first being that of D. A. 
Wells for 1868-69 in a report submitted as Special Commissioner of the 
Revenue. The most interesting feature of this estimate is the large 
figure of $200 million for new loans received by the United States. 
Later estimates by Sir George Paish in 1908-09 '° and Kent in 1911-12" 
show a falling off in new loans and an expansion in interest and divi- 
dend payments. They also show a spectacular increase in immigrants’ 
remittances. A. comprehensive historical survey was made by Bullock, 
Williams, and Tucker in 1919.1? Most of this ground was again covered 
later by Graham and Dickens, with important differences.!* 


4 Viner, op. cit., p. 8. 
5Stephen Bourne, “The Growing Preponderance of Imports over Exports,” 
Journal of the Royal Statistical Society, XL (1877), pp. 19-34; and Sir Robert 
Giffen, “Recent Accumulations of Wealth,” Journal of the Royal Statistical 
Society, XLI (1878), pp. 1-31. 

®Rt. Hon. G. Shaw-Lefevre (Baron Eversley), The Balance of Trade: An 
Explanation of the Growing Difference Between the Values of Imports and Exports 
(London, 1903). ; 

7Sir George Paish, “Great Britain’s Capital Investments in Other Lands,” 
Journal of the Royal Statistical Society, LXXII (September 1909) and LXXIV 
(January 1911). : 

8C. K. Hobson, The Export of Capital (London, 1914). 

9 F. W. Taussig, International Trade (New York, 1927, Reprinted 1941), pp. 295f. 

10 Sir George Paish, “The Trade Balance of the United States,” The Credit of 
Nations and the Trade Balance of the United States. Publication of the National 
Monetary Commission (Washington, 1910). 

11U. S. Congress, Senate, Banking and Currency Hearings before Committee 
on Banking and Currency, U. S. Senate, 63rd Cong., Ist Sess. on HR 7837 
(S. 2639) (Washington, 1913), p. 2979. 

12C. J. Bullock, J. H. Williams, and R. S. Tucker, “The Balance of Trade of 
the United States,” Review of Economic Statistics, July 1919. 

18 F, D. Graham, “International Trade under Depreciated Paper: The United 
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The economic readjustments made necessary by World War I and 
the growing interest in trade and foreign exchange policies led to the 
preparation of balance of payments estimates in many countries, par- 
ticularly in Europe and the British Dominions. The League of Nations 
published the first of a series of volumes on Balances of Payments in 
1924,1* incorporating statements for thirteen countries comprising the 
United States, the United Kingdom, seven other European countries, 
three British Dominions,> and Argentina. Ten more European coun- 
tries, another British Dominion, Japan, and Siam were added in the 
second and third volumes. While some of these statements were nothing 
more than very rough approximations, they at least give an indication 
of the growing interest in the balance of payments. 

At the same time, economists began to make historical studies of the 
balance of payments for a number of countries in an effort to test the 
theoretical conclusions of the classical doctrine against actual experi- 
ence in a period of balance of payments adjustment. A number of these 
studies were made by students of Professor Taussig, at his suggestion. 
The best known are those of Viner, White, and Williams.'* 


Interval between origin of concept and systematic computation 
The explanation of the long interval between the original develop- 


ment of the concept and the first systematic attempts to measure its 
components is to be found in part in the fact that the tool fell into dis- 
use during the period of the ascendancy of the international gold stand- 
ard and the classical theory of international trade. When the mercantil- 
ist preoccupation with the balance of payments as the criterion of the 
success of trade policy gave way to the classical doctrine of the auto- 
matic price specie-flow mechanism, the concept disappeared almost 
completely from economic literature. Not until the emergence of 
neo-mercantilism in the latter part of the nineteenth century was 
interest in the balance of payments revived. Many of the early esti- 
mates were made by free traders in an attempt to refute the arguments 


States, 1862-79,” Quarterly Journal of Economics, XXXVI (February 1922) 
pp. 220-73; Paul D. Dickens, The Transition Period in American International 
Financing, 1897-1914 (unpublished doctoral dissertation, George Washington Uni- 
versity, 1933). 

14 League of Nations, Memorandum on Balance of Payments and Foreign Trade 
Balances, 1910-1923 (Geneva, 1924). 

15 For convenience of classification, India has been included as a Dominion 
although it did not achieve this status until 1947. — 

16 Jacob Viner, Canada’s Balance of International Indebtedness, 1900-1913 
(Cambridge, Massachusetts, 1924); H. D. White, The French International Ac- 
counts, 1880-1913 (Cambridge, Massachusetts, 1933); J. H. Williams, Argentine 
International Trade Under Inconvertible Paper Money, 1880-1900 (Cambridge, 
Massachusetts, 1920). 
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of the protectionists..7 Taussig, the greatest pioneer of all, describes 
in the following passage how his attempt to verify the classical theory 
of comparative cost led to his interest in empirical studies to verify 
other aspects of the classical theory: 


For my own part, it is prolonged inquiry on the working of protective duties 
in the United States which has confirmed my conviction that the actual course 
of industrial development and of trade between nations affords a striking 
verification of essential features in the theory of international trade; and it 
is this conviction which in turn has led me to reflect on the importance of 
the general problem of verification, and to search for possibilities of similar 
verification in other directions also.18 


The revival of interest in the balance of payments has been most 
intense during and since World War II. Many factors have contributed 
toward this development. In the first place, the sheer force of economic 
events has thrust balance of payments problems upon the attention of 
economists and policy-makers as never before. At the same time, 
economic theory has been especially active in the fields most closely 
connected with the balance of payments. The Keynesian theory of 
employment, for example, has focused attention on the relationship of 
the foreign balance to national income and employment. As a result 
of these developments, interest in the balance of payments, which 
had previously been largely academic, has now become extremely prac- 
tical. In the 1920’s and early 1930’s the balance of payments was looked 
upon primarily as a means of testing the theories of the classical econo- 
mists regarding the mechanism of adjustment and the “transfer prob- 
lem” associated with the initiation of a stream of reparations payments 
or large-scale capital movements. Partly through the force of circum- 
stances and partly in response to the new economic theories, the balance 
of payments has now become a matter of day-to-day concern to those 
responsible for shaping economic policy. 


Parallel with this revival of interest in the balance of payments has 
been a rapid development in the study of national income, resulting 
in its extension into the broader field of social accounting. To an 


17 The pamphlet by Shaw-Lefevre, op. cit., is a typical example. It was circulated 
by the Cobden Club and sought to justify the free trade policy. It concludes with 
the words “. . . it can scarcely be doubted that the enormous profits made by 
this country during the last fifty years, of which it has invested a large part in 
foreign securities, and which has resulted in this country being the creditor of 
all the world, has been largely due to the wise and simple policy laid down and 
adopted by Sir Robert Peel, Mr. Cobden, and their coadjutors, of buying in the 
cheapest market, and of opening our ports freely to imports without being deterred 
by what other countries might do, against their own real interest, in imposing 
duties on their imports.” 

18 Taussig, op. cit., p. 178. 
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increasing extent, economic discussions revolve around these two con- 
cepts and economic policy is determined in the light of their evidence. 


Task of Standardization 
The League of Nations 


The growing interest in balance of payments data in the interwar 
period led to a steady improvement in techniques and in the accuracy 
and comprehensiveness of the data. It soon became apparent, however, 
that there was considerable diversity both in the definitions and general 
principles underlying the various estimates and in the method of presen- 
tation. The League of Nations, therefore, took steps to ensure a greater 
degree of uniformity and achieved a certain amount of success. A 
further step was taken by the League’s Committee of Statistical Ex- 
perts in 1938 when it appointed a subcommittee to prepare a report on 
balance of payments statistics. The subcommittee reached preliminary 
decisions on certain points, but arrangements for a technical inquiry 
to be carried out by experts chosen by the Secretariat had to be can- 
celled on the outbreak of World War II. The war years witnessed a 
further development in balance of payments techniques in many coun- 
tries. Exchange control provided a new and fertile source of informa- 
tion on a number of items for which little had previously been known. 
Serious attention was paid for the first time to such questions as the 
regional classification of the balance of payments. The League’s sub- 
committee was reconstituted in 1945, and its decisions were communi- 
cated to governments in January 1946 and published by the United 
Nations in the following year.’® The report, although brief, was a 
noteworthy contribution to the methodology of the subject. 


The International Monetary Fund 

The work of collecting and publishing balance of payments estimates 
and of standardizing their compilation has been taken over by the 
International Monetary Fund. The very establishment of the Fund, 
with the object of promoting international monetary cooperation in 
the maintenance of orderly exchange arrangements and the correction 
of maladjustments in the balance of payments, is reason enough for 
pressing on, with this task. The obligation of members of the Fund to 
supply balance of payments data, in accordance with Article VIII, 
Section 5, of the Articles of Agreement, places the Fund in a much 
stronger position than the League to bring about the necessary exten- 
sion and standardization of available data. The publication of the 

19 Note on Balance of Payments Statistics. Report of the Subcommittee on 
Balance of Payments Statistics of the League of Nations Committee of Statistical 


Experts. Studies and Reports on Statistical Methods No. 9 (Geneva, United 
Nations, 1947). 
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Fund’s Balance of Payments Manual ®° and Balance of Payments Year- 
books 7! is a notable step in this direction. 


Purpose of This Study 





The major purpose of this study is to examine the present status of 
the balance of payments as a tool of economic analysis, with a view to 
suggesting ways in which it can be made a more effective instrument. In 
view of the major contribution of the Manual to this field, the first task 
will be to consider the methodological foundations on which this docu- 
ment has been based. Attention will then be turned to the aspects in 
which it is felt that further development is needed. These aspects may 
be described briefly as (1) the relationship of the balance of payments 
to social accounting, (2) the financing of deficits or surpluses in the 
balance of payments, (3) the regional classification of the balance of 
payments, and (4) the analysis of long-period equilibrium. 


II. Tue Funp’s Bauance or Payments Manuva 




















As indicated in the Introduction, the Fund’s Balance of Payments 
Manual is a notable landmark in the development of the balance of 
payments as a tool of economic analysis. It was first published in 
January 1948 after extensive consultations with economists and tech- 
nicians from many countries. A revised version, issued in January 1950, 
was described as having profited greatly from experience gained by 
the staff of the Fund in collecting the data published in the first Balance 
of Payments Yearbook. In this chapter, attention will be focused on 
the statement of underlying principles with which the Manual begins 
and in which the basic definitions and concepts are discussed. 

The balance of payments for a given period is defined as “a syste- 
matic record of all economic transactions during the period between 
residents of the reporting country and residents of other countries, re- 
ferred to for convenience as foreigners.” Certain essential concepts in 
this definition are then selected for elucidation. The first of these is 
the concept of economic transactions, which is defined as broadly as 
possible to include all transactions, both in cash and in kind, regardless 
of whether or not they involve a quid pro quo. In discussing the nature 


20 International Monetary Fund, Balance of Payments Manual (2nd ed., 
January 1950). Hereafter referred to as the Manual. 
21 International Monetary Fund, Balance of Payments Yearbook, 1938, 1946, 


1947 ; 1948 and Preliminary 1949; and 1949-1960. Hereafter referred to as the 
1938-47, 1948-49, 1949-50 Yearbooks. 
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of these transactions, reference is also made to the double-entry ac- 
counting system, by means of which they are recorded. 


Concept of ‘‘Resident’’ 
Resident individuals 


The next concept selected for discussion is the term “resident.” The 
balance of payments, like other forms of social accounting, records the 
transactions not of a single person or institution but of the group of 
persons and institutions that is considered as being identified with the 
country concerned. The way in which the persons and institutions 
identified with one country are distinguished from those identified 
with another country is by means of this concept of “resident.” In 
order to ensure uniform treatment by different countries, the term has 
to be so defined that there is no overlapping and no one is overlooked. 
Nationality is not a satisfactory criterion for this purpose, since many 
migrants who have severed all economic ties with their homeland 
retain their original nationality. The Fund’s staff has adopted the 
criterion of “center of interest” and has laid down a few general rules 
for the interpretation of this principle. Citizens of a country who live 
there permanently are obviously residents of that country, but when- 
ever the country’s citizens are abroad for one reason or another, an 
attempt must be made to determine their center of interest. The 
Manual provides that diplomatic representatives and members of armed 
forces stationed abroad and citizens studying or undergoing medical 
treatment abroad are to be treated as residents of their own country 
rather than of the country where they are staying. The extent to which 
other citizens living abroad are to be treated as residents (travelers) 
or as foreigners (emigrants) is left flexible, the criterion of their “center 
of interest” being interpreted in the light of such factors as the length 
of their stay abroad and the extent to which they concentrate abroad 
their earning activities and their investments. 


Resident institutions 


In addition to persons, the term “resident” applies to governments, 
business enterprises, and nonprofit organizations. International agen- 
cies are not considered residents of the country in which they are 
located, but rather as international areas outside national boundaries. 
These international agencies are confined to political, administrative, 
or financial organizations in which the members are governments or 
official institutions. They do not include intergovernmental organiza- 
tions conducting ordinary business undertakings. Branches and sub- 
sidiaries of business enterprises in another country are treated as 
residents of the country in which they operate on the ground that they 
are an integral part of that country’s economy. Agencies, however, are 
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not considered separate enterprises, and transactions with them are 
regarded as transactions with the principal for whom they are acting. 


Distinction between “branch” and “agency” 


The distinction between “branch” and “agency,” as it is drawn in 
the Manual, is made to rest on whether the local office acts as a prin- 
cipal for its own account or whether it acts for account of principals 
abroad.?? This does not seem to be in harmony with the preceding 
sentence in the Manual which states that the reason for treating 
branches and subsidiaries as residents of the country in which they op- 
erate is that they are considered an integral part of that country’s 
economy. The important question is not whether the local office has 
books of its own and a manager who has authority to make decisions 
on his own responsibility, but whether the local office plays a significant 
role in the economic activity in which the undertaking as a whole is 
engaged. If the function performed is a minor one, the office should be 
regarded as an agency regardless of its legal or accounting status. Even 
though it may legally be the head office, an office which plays no more 
than a nominal role in a productive process which is centered in another 
country should, for this purpose, be regarded as an agency of an enter- 
prise in the country where the operations are in fact carried out.” 
For example, when a British-owned tea plantation in Ceylon ships its 
produce to the home office in London and the home office as its con- 
tribution merely puts the tea up for sale at the regular tea auctions, 
it seems reasonable to regard the enterprise as being located in Ceylon 
and the home office as being a mere agent in disposing of the tea. Only 
when the home office makes a significant contribution to the final value 
of the product would it be reasonable to regard it as a parent and the 
plantation in Ceylon as a branch. It should be emphasized, however, 
that this criticism is directed at the manner in which the distinction 
has been drawn, and not at the validity of the distinction itself. The 
distinction is highly significant, as will be seen in the discussion of the 
relationship of the balance of payments to social accounting. The main 
point being made is merely that the distinction should be couched in 
economic, rather than legal or accounting, terms. 


22 The Manual, p. 2. 


23 The Manual recognizes this possibility in connection with the regional classi- 
fication of the balance of payments by pointing out that “corporations may have 
no genuine operating functions in the countries in which they are incorporated” 
(op. cit., p. 75). There is no explicit recognition, however, of the fact that this 
possibility is significant from the point of view of the global balance of payments 
as well as for the regional classification. 
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Application of Resident-Foreigner Principle 


In the application of the principle that the balance of payments 
should record all transactions between residents and foreigners (the 


“resident-foreigner principle”), there are some borderline cases that 
have been singled out for special comment. 


| Undistributed profits of branches and subsidiaries 


The first of these concerns the extent to which the profits of branches 
' and subsidiaries (direct investments) should be regarded as resident- 
foreigner transactions and, therefore, included in the balance of pay- 
ments. The case of branches is quite straightforward. Whether the 
| profits are remitted or not, they accrue to the parent concern and should 
| be entered in the balance of payments. For a subsidiary (ie., a 

directly-controlled company), the position normally taken is that only 
| the income distributed in the form of dividends and interest constitutes 
| an economic transaction. After first taking the view that the inclusion 
of undistributed profits of subsidiaries would create statistical and 
| theoretical difficulties, the Fund’s staff decided, in issuing the second 
| edition of the Manual, to waive these objections and to include the 
undistributed profits of subsidiaries as well as branches. The reasons 
for this decision were that “the total earnings of a subsidiary, whether 
| or not paid out, are subject to the disposition of the parent in much the 
same way as those of a branch” and that “such earnings are often an 
important source of new investment and their exclusion might seriously 
understate the influence of direct investment on the international eco- 
nomic situation of many countries.” These are convincing reasons and 
the decision seems to be completely justified. 


Migrants’ transfers 


In view of the crucial significance of the distinction between residents 
and foreigners, a problem arises when a person migrates, that is, when 
his status changes from resident to foreigner (or vice versa). When 
this change occurs, the property which he owns becomes the property 
of a foreigner instead of that of a resident (or vice versa). The 
Manual’s solution of this problem is to envisage an automatic transfer 
from the person in his capacity as a resident to himself in his capacity 
as a foreigner (or vice versa). This “transaction” embraces all his 
property whether or not it accompanies him abroad. 


Uniform valuation of merchandise 


Another borderline case in the application of the resident-foreigner 
principle concerns the basis of valuation of merchandise transactions. 
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The difficulty arises from the fact that transportation services are con- 
tinuously being embodied in the value of merchandise and, conse- 
quently, merchandise entering into international trade is valued on a 
number of different bases, e.g., f.o.b. factory, f.o.b. frontier of exporting 
country, or c.i.f. frontier of importing country, depending on the point 
at which ownership passes. It is obviously desirable that merchandise 
transactions should be valued on a uniform basis, and the Fund has 
adopted the principle of valuing both exports and imports f.o.b. the 
frontier of the exporting country. This procedure has a number of 
advantages over the widespread practice of valuing exports f.o.b. and 
imports c.i.f. in that exports and imports are treated symmetrically and 
international transportation and insurance are treated as distinct 
services. It also avoids the necessity of including fictitious entries in 
the transportation and insurance accounts to offset freight and in- 
surance on imports paid to residents. The point of immediate concern 
from the standpoint of methodology is that the adoption of this uniform 
valuation basis appears to conflict with the resident-foreigner principle. 
The Fund solves this problem by assuming that, when goods are sold 
on a c.i.f. basis, the exporter acts merely as an agent for the importer 
in arranging for the transportation and insurance of the goods. 


Gold transactions 


In addition to these borderline cases, there have been some deliberate 
departures from the strict application of the resident-foreigner prin- 
ciple. The first of these arises from the unique position of gold in 
international transactions. On the one hand, gold is produced and 
consumed like other commodities and, on the other hand, it is used by 
monetary authorities throughout the world as a means of séttlement 
of outstanding balances and as a major component of international 
reserves. Net gold transactions with foreigners are, therefore, divided 
into two movements: a nonmonetary movement representing the net of 
gold production and consumption, and a monetary movement represent- 
ing the change in the monetary gold holdings of the country. While the 
two gold movements combined reflect only transactions between resi- 
dents and foreigners, the division between monetary and nonmonetary 
movements involves the inclusion of some domestic transactions. These 
domestic transactions have been included because “domestic sales of 
gold to the monetary authorities increase their international monetary 
reserves in the same way as sales of merchandise to foreigners; and 
domestic purchases of gold from the monetary authorities decrease 
international monetary reserves in the same way as purchases of 
merchandise from foreigners.” 


me © 
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Short-term capital movements 


A similar exception has been made in the case of short-term capital 
movements. A distinction is made in the capital account between 
transactions of official and banking institutions (the official sector), 
and those of private persons and institutions (the private sector). The 
transfer of a foreign deposit from the official sector to the private sector, 
like a similar transfer of gold, affects the international monetary re- 
serves of the country and is, therefore, significant from a balance of 
payments point of view even though no resident-foreigner transaction 
is involved. These transactions are automatically taken into account 
by recording short-term capital movements on the basis of changes in 
outstanding amounts rather than on a transactions basis. 


Comparison of Balance of Payments and Exchange Record 


Deficiencies of exchange record 


The balance of payments, as defined in the Manual, is far more 
comprehensive in its coverage than its early predecessors. The modern 
counterpart of the earlier concept would be a record of money trans- 
fers between residents and foreigners rather than a balance of pay- 
ments as it is now understood. To the extent that such transfers pass 
through the domestic banking system, a record of this kind is readily 
available in countries with exchange control. The Manual gives a 
fairly detailed account of the differences between the balance of pay- 
ments and such an exchange record. This comparison brings out 
clearly the deficiencies of an exchange record of this type as a tool of 
analysis. It is deficient in coverage, since it covers only transactions 
which give rise to recorded money transfers. Barter transactions and 
gifts in kind are excluded entirely, and other transactions are covered 
only partially to the extent that they are settled through the exchange 
market. As examples of other transactions which are excluded, the 
Manual refers to the use of export proceeds to build up private for- 
eign exchange balances or to purchase goods abroad, the reinvestment 
of income from investments abroad, and the granting or receipt of 
trade credits. There are also differences in valuation arising from 
such causes as the recording of exports and imports on different valua- 
tion bases (f.0.b., c.i.f., c. and f., ete.) depending on the terms of the 
actual transactions. Finally, there are differences in timing owing to 
the interval that frequently occurs between the transaction itself and 
ultimate settlement through the exchange market. 
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Advantages of exchange record when adequately supplemented 


There is a danger that this account of the deficiencies of the ex- 
change record may give rise to an erroneous impression that exchange 
control data, especially those relating to merchandise trade, are of 
little value in the compilation of a balance of payments. This impres- 
sion is reinforced by the fact that the merchandise tables in the 
Manual refer only to customs data.** The fact is, however, that the cus- 
toms data themselves are defective in many respects. The Manual 
lays down the rule that the balance of payments should record trans- 
actions as they occur and accepts the transfer of ownership as the 
criterion for the correct timing of merchandise transactions. It is 
then taken for granted that, in the typical case, the time at which 
exports and imports are entered in the customs statistics coincides 
approximately with the transfer of ownership. This assumption is at 
best a very rough approximation and has the additional disadvantage 
of introducing a lack of symmetry into the system because of the time 
interval between the recording of a transaction in the exporting and 
importing countries. The time of transfer of ownership may, in fact, 
differ from the date of the customs entry by a period of a month or 
more even when there are no delays in transportation. On the other 
hand, as long as there are no prepayments or postpayments, the ex- 
change record shows the transaction at precisely the time when the 
transfer of ownership occurs. Therefore, provided the necessary in- 
formation is available for transactions involving prepayments and 
postpayments, the exchange record is preferable to the customs re- 
turns from the peint of view of timing. The customs statistics are also 
deficient from the point of view of valuation. The use of actual trans- 
action values is far from being a universal practice in the customs rec- 
ords, and it is extremely difficult to obtain the necessary data to cor- 
rect for differences between recorded values and transaction values. 
A further point is that exchange control authorities are far more 
likely to check the declared value carefully than are customs authori- 
ties, especially when the goods concerned are duty free or subject to 
a specific duty. The one point at which customs statistics are defi- 
nitely superior to exchange control data is in coverage. It is at this 
point that considerable additional information is necessary if the ex- 
change control figures are to be used as the basic source for the mer- 
chandise item. 


In view of the many respects in which exchange control statistics are 


24 While the text of the Manual leaves itself open to this interpretation, the 
Fund’s staff has, in fact, shown itself quite willing to accept exchange control 
statistics as a basis for the merchandise item. See, for example, the statements 
for Ecuador and Egypt in the 1948-49 Yearbook, pp. 162 and 168. 
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superior to customs statistics, there are strong grounds for preferring 
them as a basis for the merchandise item, provided the necessary sup- 
plementary data are available. However, since the adjustments to 
the exchange control data are likely to be numerous and since there is 
always the possibility that some transactions outside the exchange 
record might have been overlooked, the figures used should be recon- 
ciled with the customs data. 


The Standard Schedule 
Description 


The schedule itself comprises a series of detailed tables and a sum- 
mary table (Table I) in which the data from the subsidiary tables are 
brought together to give the story as a whole. As shown above, this 
table follows the traditional form in its retention of the distinction 
between the current account and the capital account. The current ac- 
count includes two distinct types of transactions: items 1 through 8 
which refer to transfers of goods and services, and item 9 which covers 
donations. The capital account is divided into a private sector (items 11 
and 12) and an official sector (items 13 to 15), depending on the status 
of the party to the transaction in the reporting country. In order to 
present a maximum of information compactly, the capital items are 
shown in terms of net changes in assets and liabilities, and not, as in 
the current account, in terms of gross transactions on a credit-debit 
basis. Increases in assets and decreases in liabilities indicate an out- 
flow of capital (a debit) ; decreases in assets and increases in liabilities 
indicate an inflow of capital (a credit). Valuation changes (e.g., 
changes in the market values of securities or revaluations of assets 
and liabilities because of exchange rate adjustments) are excluded 
since they are not transactions. 


Problems of classification 


In the preparation of the schedule, a number of problems of classifi- 
cation arose. One problem was whether transactions should be re- 
ported on a gross or a net basis. This question is of particular signifi- 
cance for transactions in goods and services, as will appear below when 
the relationship of the balance of payments to social accounting is dis- 
cussed. For the most part, the schedule provides for the reporting of 
gross figures, both because of their inherent interest and because they 
are necessary to permit classification of the balance of payments by 
countries. The decision to show the capital account on an assets-liabili- 
ties rather than a credit-debit basis prevented these transactions from 
being shown on a gross basis in the summary table. In the subsidiary 
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tables, however, provision is made for the reporting of long-term 
transactions on a gross basis. Short-term capital movements, on the 
other hand, are calculated on the basis of changes in outstanding 
amounts rather than on a transactions basis and, therefore, show only 
net changes. 

Another problem of classification which arose was whether to clas- 
sify data by type of transaction (e.g., travel) or by the agency re- 
sponsible (e.g., government, if the travel is official). For goods and 
services, the type of transaction was considered more significant, but 
for capital movements, more significance was attached to the agency 
concerned. The reasons for these decisions are fairly obvious. Mer- 
chandise transactions, for example, have common characteristics, 
whether they are undertaken by private or official agencies, and are 
most conveniently studied in a distinct group. Similar considerations 
apply to international transportation, travel, insurance, and other serv- 
ices. For capital movements, on the other hand, the motive behind the 
transactions is an important consideration since the motivation for 
private capital movements is normally quite different from that for 
official transactions. This matter will be considered in detail later when 
the financing of the balance of payments is discussed. 

It should be emphasized that this review by no means exhausts the 
Manual’s contributions to our subject. Significant contributions have 


also been made to each of the aspects that have been selected for spe- 
cial study in the next three sections. These contributions will be con- 
sidered in detail at the appropriate points in the discussion. 


III. RELATIONSHIP OF THE BALANCE OF PAYMENTS To SocrAL 
ACCOUNTING 


The extension of national income analysis into a system of social 
accounts has presented a new field for the use of the balance of pay- 
ments. The approach is described in considerable detail by J. R. N. 
Stone in the appendix to the Report of the Sub-Committee on National 
Income Statistics of the League of Nations Committee of Statistical 
Experts.?> A simplified system of national accounts has recently been 
prepared for the Organization for European Economic Cooperation 
under Stone’s directorship.”® 


25 Measurement of National Income and the Construction of Social Accounts, 
a Report of the Sub-Committee on National Income Statistics of the League of 
Nations Committee of Statistical Experts, with an Appendix, “Definition and 
Measurement of the National Income and Related Totals,’ by Richard Stone. 
Studies and Reports on Statistical Methods No. 7 (Geneva, 1947). Hereafter 
referred to as the League Report. 

26 A Simplified System of National Accounts, a Report by National Accounts 
Research Unit of the Organization for European Economic Cooperation (Cam- 
bridge, England, 1950). Hereafter referred to as the OKEC Report. 
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Like the balance of payments, the social accounts are based on 4 
double-entry system of accounting. In this system of accounts, a 
country’s economy is classified into a number of broad sectors—such 
as productive enterprises, government and households—and one or more 
accounts are set up for each of these sectors. Separate entries are made 
for economically distinct categories of transactions. In this way, eco- 
nomic activity is represented as a series of flows between the various 
sectors. Since national economic systems in the modern world are not 
closed but have transactions with each other, the rest of the world 
has to be introduced as one of the sectors. The “rest of the world” 
account is identical with a balance of payments except for a rearrange- 
ment of the items and the recording of credits as debits and vice versa. 
The latter difference is due to the fact that the balance of payments 
records the transactions of the country with the rest of the world, 
whereas the “rest of the world” account records the transactions of the 
rest of the world with the various sectors of the given country’s 
economy.?” 

In view of the fact that the balance of payments is an integral part 
of the social accounts, it is essential that the basic concepts and defini- 
tions in the two systems should be consistent. This point has frequently 
received insufficient attention in the past. Social accounts have gener- 
ally been drawn up by national income statisticians, many of whom 
are not particularly familiar with balance of payments concepts and 
definitions. Balance of payments statisticians have likewise often been 
unfamiliar with national income and social accounting concepts. Con- 
siderable progress in harmonizing the two approaches has been made in 
the postwar years. The desire for consistency with social accounting 
concepts was always in the minds of the Fund’s staff in preparing its 
Manual. The system of national accounts prepared for OEEC also 
shows evidence of a desire for greater consistency. A number of in- 
consistencies remain, however, between the practices of national income 
and balance of payments statisticians. In the following discussion, the 
main comparison will be between the League Report and the Manual, 
but reference will be made to subsequent changes in social accounting 
practice as, for example, in the scheme prepared for OEEC. 


27 Even this difference is merely a matter of convention. It would be just as 
correct to draw up the social accounts in terms of the transactions of the rest of 
the economy with each of the sectors, in which case the signs would agree with 
those used in the balance of payments. In like manner, it would be just as correct 
to draw up the balance of payments in terms of transactions of the rest of the 
world with the country concerned, in which case the signs would agree with those 
used in the national accounts. 
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Definition of ‘‘Resident’’ and ‘‘Domestic Territory’’ 


Since the balance of payments and the “rest of the world” account 
refer to transactions between “residents” and “foreigners,” it is im- 
portant first of all that “resident” should be defined consistently. There 
is substantial agreement in this respect. The League Report speaks of 
normal residents without defining what it means by “normal.” 2° Ag 
pointed out above, the Manual is more precise and gives a few specific 
instructions for the interpretation of its principle of “center of in- 
terest.” °° There are many cases in which any hard and fast rule would 
be quite arbitrary, and to attempt to formulate a set of rules for all 
circumstances would undoubtedly lead to some incongruous situations. 
For ordinary circumstances, however, a great deal may be said for 
the rule adopted in the United States that citizens going abroad for a 
longer period than twelve months are migrants. 


Concept of extraterritoriality 


The League Report’s concept of normal residents is elaborated in 
the OEEC Report along lines similar to the Manual definition. The 
definition of “resident” is made to depend on the definition of “domestic 
territory,” normal residents being defined as individuals whose prin- 
cipal residence is situated on domestic territory. Official representatives 
and armed forces stationed abroad are brought within the definition 
of “resident” by attributing extraterritoriality to them. The concept 
of extraterritoriality is also applied to ships and aircraft. Thus, ships 
sailing and aircraft flying under the national flag of a given country 
are considered as part of the domestic territory of that country. It is 
not clear, however, whether this extraterritoriality is intended to carry 
with it the attribute of residence. A possible interpretation of these 
definitions is that those permanently engaged in manning ships and 
aircraft are to be treated as normal residents of the countries under 
whose flags the carriers are operating. The Manual does not deal with 
this question explicitly in defining residents, but the instructions to the 
relevant tables reveal a rather different viewpoint. The Manual is 
concerned with the operator of the carrier rather than the flag it flies, 
although it provides that, if necessary, the flag may be taken as in- 
dicating the country of the operator. Moreover, the country of resi- 
dence of the crew is determined independently of the flag or operator 
of the carrier by their “center of interest.” A hypothetical example 
will clarify the differences between the two viewpoints. Assume that 


28 League Report, pp. 39 and 77. 
29 See above, p. 95 
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a vessel flying the U.S. flag and carrying a cargo to the United States 
is chartered by a British operator employing British and Norwegian 
seamen. If the seamen are permanently engaged on this vessel, the 
above interpretation of the OEEC Report would involve their treat- 
ment as U.S. residents contributing to the U.S. national income. The 
carriage of U.S. imports in this vessel would then be a domestic trans- 
action and the only balance of payments entries involved would be the 
profit due to the British operator (unless he, too, resided permanently 
on the ship and thus was regarded as a USS. resident) and any cash 
remittances to the United Kingdom or Norway by the seamen. If the 
seamen were hired only for the voyage and were regarded as residents 
of their own countries, the whole of their wages would be entered as a 
debit in the U.S. balance of payments (workers’ earnings), with off- 
setting credit entries for their living expenses (travel) and the unre- 
mitted portion of their savings (inflow of private capital). The Manual 
treatment would be to regard the transportation as a British service, 
subject to the importation by the United Kingdom of the services of 
the ship (charter hire) and of the Norwegian seamen (workers’ 
earnings). 

The determination of the territorial status of vessels and the concept 
of extraterritoriality raise questions which will be considered later, in 
connection with the concept of domestic production. For the time being, 
the discussion will be confined to whether the territorial status of a 
vessel should be regarded as influencing the residential status of its 
crew. It would seem to be unrealistic to allow it to do so. The center 
of interest of a seaman cannot be regarded as having changed merely 
because he accepts employment, even on a permanent basis, on a vessel 
operated bya resident of another country. It would seem more reason- 
able to require further evidence of a transfer in his center of interest 
before regarding him as a migrant. A Norwegian seaman employed 
on a British-operated vessel, for example, should continue to be treated 
as a Norwegian resident until he gives other evidence of-a change in 
his center of interest, e.g., naturalization as a British citizen or the 
transfer of his family or property to the United Kingdom. 


Resident institutions 


The terms “resident” and “foreigner” apply to business enterprises 
and nonprofit organizations as well as to persons. Here again the 
Manual is more precise than the League Report. In defining resident 
institutions, the Manual includes branches and subsidiaries, but not 
agencies, of foreign institutions as residents of the country in which they 
are located. Branches and subsidiaries are included in a distinct cate- 
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gory of “direct investment,” to distinguish them from foreign investment 
in enterprises which are controlled by residents of the home country. 
Agencies are not considered separate enterprises, and transactions with 
them are regarded as transactions with the principal for whom they are 
acting. The League Report offers two alternatives for the classification 
of enterprises: the first on the basis of geographical location, the second 
on the basis of control.*° The OEEC Report adopts the first of these 
alternatives. By adopting the category of direct investment, the 
Manual has been able to retain the geographical basis and, at the same 
time, introduce the distinction at which the League Report’s second 
alternative aims. 

The Manual’s distinction between “branch” and “agency” also helps 
to clarify an obscure point in the League Report, which does not deal 
explicitly with the question as to what constitutes an “enterprise 
operating abroad.” This distinction is highly significant from the social 
accounting point of view. If an establishment is regarded as a branch 
and therefore as a resident of the country in which it is located, the 
goods it receives from abroad must be included immediately in imports, 
and changes in its stocks must be included in domestic investment. If 
it is regarded as an agency, the goods it receives from abroad are 
regarded as being outside the economy until they are sold to residents. 
Similarly, export goods should be included in exports immediately when 
they are acquired by an agency, but not until they are sold to a 
foreigner or transferred to a foreign parent when they pass through a 
branch. The suggestion was made in Section II that the distinction 
should be drawn in economic terms on the basis of whether or not the 
establishment constitutes an integral part of the economy of the country 
in which it is located. The problem is most likely to arise when the 
function of an establishment is that of selling goods or services pro- 
duced elsewhere by, or under the control of, the parent or principal. 
The solution suggested in this case is that the distinction should depend 
on whether or not the establishment makes a significant contribution 
to the final value of the product. Thus it is felt reasonable to regard 
the home office of a tea plantation in Ceylon as an agent rather than a 
parent if it does no more than put the tea up for auction at the regular 
tea sales. On the other hand, a parent company in the United States 
engaged in the distribution of bananas produced by branches and sub- 
sidiaries in Central America may reasonably be regarded as an integral 
part of the U.S. economy. These examples illustrate the difficulty of 
drawing a precise line between “branch” and “agency.” Each particular 
case must be considered on its merits. 


30 League Report, pp. 77f. 
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It seems desirable on both the above grounds that, subject to the 
minor modification suggested, the Manual’s definition of resident insti- 
tutions should be adopted for social accounting purposes. 


International agencies 


A further point which is not covered explicitly in the League Report 
is the treatment of international agencies. The Manual’s proposal to 
treat them as international areas outside national boundaries is ac- 
cepted by the OEEC Report, and seems to be the best solution, for 
social accounting as well as for balance of payments purposes. The 
employees of international agencies who are not citizens of the country 
in which the agency is located are treated differently, however. No 
specific reference to these employees is made in the Manual, but since 
there is no suggestion that these international areas have their own 
residents, the implication is that they are to be regarded as residents 
either of the countries in which they are employed or of the countries 
of which they are citizens. The OKEC Report treats them as residents 
of the international area, which is thus regarded as having a national 
income of its own. The choice between these alternatives is obviously 
of little practical importance, particularly when the agencies are located 
in the United States where the effect on national income aggregates is 


negligible. However, since the “center of interest” of these employees 
is more likely to be the international agency itself than the country 
in which it is located, and since they are likely to be away from their 
home countries for many years, the OEEC treatment seems preferable.** 


Major Categories in Balance of Payments 
Donations as a distinct category 


In addition to differences in the definition of “resident,” there are 
differences in the treatment of various types of international trans- 
action. Before the treatment of individual items is considered, attention 
must be given to the major groups into which these items may be 
divided. Although the Fund adheres to the traditional classification 


81 To limit the residents of the international area to those who are not citizens 
of the country in which the agency is located may seem somewhat arbitrary, but 
there are sound reasons for doing so. These employees must emigrate from their 
own countries, and thus shift their “center of interest,” whereas those employees 
who are citizens of the country are not faced with this necessity. The transfer of 
the headquarters of the Food and Agriculture Organization from Washington to 
Rome illustrates the difference in the attitude of the two classes of employees. 
If those in process of naturalization are classed as US. citizens, virtually all the 
eligible non-US. citizens, but only about 50 per cent of the eligible US. citizens, 
have accompanied the organization to Rome. 
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into current and capital account, it makes a clear distinction between 
two types of item in the current account: “goods and services” and 
“donations.” The Fund may therefore be regarded as adopting a three- 
fold classification, “goods and services,” “donations,” and “capital 
movements.” In social accounting, however, the practice in a number 
of countries has been to ignore the existence of donations and to 
identify the balance on current account with the net exports of goods 
and services. Net foreign purchases of goods and services are then 
taken to equal net capital outflow. Morris A. Copeland has protested 
vigorously against this practice in a paper presented to the Inter- 
national Association for Research in Income and Wealth.*? He points 
out that this practice “requires one to force all balance of payments 
items into an arbitrary two-way classification, and different countries 
have sometimes done the forcing differently.” As an example, he quotes 
ERP aid which appears in the U.S. income and product accounts as 
GNP purchases by government, and in the U.K. accounts as a capital 
inflow. Both treatments are obviously unsatisfactory. The League and 
OEEC Reports both recognize the need for distinguishing between the 
export surplus and the balance on current account. They adopt slightly 
different solutions of the problem. The League Report makes national 
expenditure equal to national product, and includes “net expenditure 
by the rest of the world on goods and services” as a component of 
national expenditure. The OEKEC Report makes national expenditure 
equal to national revenue, defined as national product, plus net trans- 
fers from abroad, and includes “net lending to the rest of the world” 
in national expenditure.** While recognizing the advantage of having 
net foreign lending as one of the components of the national expenditure 
account, the League Report preferred to exclude net unilateral pay- 
ments abroad from the national aggregates.** The solution it has 
adopted has the disadvantage that it includes receipts from the sale 
of goods and services in an aggregate of national expenditure. 


32 Morris A. Copeland, “How Should Net Purchases of the Nation’s Product by 
the Rest of the World Be Defined?” (Paper read before the first conference of 
the International Association for Research in Income and Wealth, held at King’s 
College, Cambridge, England, August 27-September 3, 1949), p. 7 (mimeographed). 

33 A question might be raised regarding the inclusion of “net transfers from 
abroad” on the revenue side. This is appropriate enough for the countries receiv- 
ing ERP aid, but for a country such as the United States, with transfer payments 
many times greater than transfer receipts, it does not seem reasonable to show 
the net amount as a negative entry on the revenue side. It would be more satis- 
factory to equate national expenditure with national income and show net trans- 
fers as a positive or negative entry on the payments side as an item of national 
expenditure. 

34 League Report, p. 78. 
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Treatment of investment income 


The recognition that international transfers should be given a place 
in the social accounts as well as in the balance of payments removes 
a major obstacle to the reconciliation of the two approaches. A more 
complicated problem concerning the treatment of investment income 
remains, however. A number of questions suggest themselves as to the 
most appropriate classification of this item. Is investment income a 
service payment or a transfer payment? If it is a service payment, 
should it be distinguished from “real” services? Should a distinction 
be made between investment income accruing in respect of productive 
processes and interest payments on the “national” debt? Different an- 
swers have been given to these questions at different times; they have 
to be reconsidered from both the balance of payments and the social 
accounting points of view. 

The League of Nations Sub-Committee on Balance of Payments 
Statistics took the view that investment income occupies an inter- 
mediate position between services proper and transfer payments. The 
Manual, on the other hand, follows the classical tradition of regarding 
investment income as the reward for the services of saving and ?isk- 
taking, and includes the item without qualification in the category 
“goods and services.” While this procedure can undoubtedly be justi- 
fied from some points of view, it creates difficulties for the concept of 
production. This is particularly the case where investment income 
represents interest on national debt which has been raised, for example, 
to finance a past war and cannot be identified in any way with 
production. 

A similar divergence of opinion has been shown in respect to the 
treatment of investment income in social accounting. The League 
Report treats interest and dividends in general as payments to factors 
of production, but it treats interest on national debt in a separate 
category.*> Two alternatives are suggested. The first is to treat interest 
on the national debt as a transfer payment. It is argued that com- 
mercial interest can be paid, generally speaking, because the money 
borrowed is put to a use that yields a measurable return, whereas in 
the case of the national debt, almost no assets yielding a measurable 
return exist. It is, therefore, thought to be less misleading to treat 
interest on the national debt as a transfer payment than to force the 
analogy with commercial interest payments. An advantage claimed for 
this procedure is that it makes national income and national product 
independent of the measures adopted to finance past wars. The alterna- 


85 [bid., p. 72-73. Interest on national debt is defined as that part of government 
interest not arising in connection with government enterprises or the provision 
of ordinary peace-time services, such as education, public sanitation, etc. 
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tive procedure, which does not require the treatment of national debt 
interest as a transfer, but at the same time excludes it from national 
income, is to treat the national debt as a loan for consumption purposes. 
As such, it gives rise only to an increase in financial claims and not to 
an increase in national capital. Since there is no current production 
against which to charge the interest on such loans, the positive inter- 
est from the positive claim of the lender must be offset by negative 
interest from the negative claim of the borrower. National debt in- 
terest must therefore be entered as a negative item under income from 
property. Under these alternatives, interest paid abroad would be 
treated differently in the calculation of national income. If national 
debt interest is treated as a transfer payment, it is omitted from na- 
tional income, irrespective of whether it is paid at home or abroad. 
If it is treated as income from property, it appears as a negative item 
in its entirety; but it is treated as a positive item only to the extent 
that it is received within the economy concerned. 

The view that all investment income should be treated as a transfer 
payment has been taken by Earl R. Rolph and Odd Aukrust. Rolph 
argues that to regard loan interest as a payment for a service is to 
confuse a capital transaction with an income transaction.** The 
gist of the argument is that, at the time of the contract, “one asset, 
cash, is exchanged for another asset, a promise to pay. As of this 
moment of exchange, no income or service feature is present.” To 
treat the payment of interest to the creditor as the purchase of a service 
is to deny that a firm debt contract exists. “Debtors do not have the 
right to refuse to pay interest to creditors on the ground that they no 
longer desire the service provided by the creditors. Depending upon 
the type of debt contract, they may have the right to extinguish the 
debt by repayment or by simply offering to buy back their own lia- 
bilities. Such an exchange is again a capital, not an income, trans- 
action.” This argument is not very convincing. The interest payments 
are quite distinct from these capital transactions, and the mere fact 
that they are also stipulated in the contract does not prove that they 
are not payment for a service. Other payments for services (e.g., for 
rent or wages) are frequently stipulated in contracts which are just as 
binding as loan contracts. Rolph meets this point by arguing that 
under certain conditions wages and rental payments should be regarded 
as transfers. “For example, payments in connection with a ninety-year 
lease of land and buildings should be regarded as transfers, because the 
lessor is currently obtaining income without currently selling any 
services in return.” °? But surely the crucial question is whether a 

36 Karl R. Rolph, “The Concept of Transfers in National Income Estimates,” 


Quarterly Journal of Economics, LXII (May 1948), pp. 339f. 
37 Ibid., p. 343. 
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service is currently being performed, not whether a new contract is 
signed every year. The fundamental flaw in Rolph’s position seems to 
be in his concept of an economic transaction. This example makes it 
clear that he regards the transaction as taking place when the contract 
is signed. The more realistic point of view seems to be to regard the 
transaction as taking place when the service is performed. 

Rolph then attacks the common practice of distinguishing between 
public debt incurred for productive and for nonproductive purposes, 
and of treating interest on the former as nontransfer income and that on 
the latter as a transfer. In this argument he is on firmer ground. It 
is clear that the issue as to whether or not bondholders are performing 
services in return for their income is an entirely different question from 
the use to which the money obtained by the sale of the debt was put. 
While this argument can be used effectively against the first alternative 
of the League Report, it does not apply to the second alternative. 

A somewhat more convincing case is made by Aukrust, who argues 
for a sharper distinction between real and monetary phenomena.** He 
defines a real transaction to include the performance of a service by 
one sector for another or the transfer of a real asset from the balance 
sheet of one sector to the balance sheet of another. A financial trans- 
action is defined as an act influencing the financial assets of the two 
sectors concerned. Transactions between two sectors in the same 
type of objects are grouped together as flows: flows of coal, postal 
services, etc., as real flows; and flows of notes, consols, shares, etc., 
as financial flows. These flows are then subdivided into required flows, 
where a flow from one sector to another is accompanied by a simul- 
taneous flow in the opposite direction, and transfer flows, where some 
objects (real or financial) pass from one sector to another without any 
objects moving in the opposite direction. In accordance with this 
terminology, payments of interest and dividends are always treated 
as transfers on the ground that they are not payments for services 
passing simultaneously in the opposite direction. Aukrust does not 
recognize the objection that it is possible to envisage a service passing 
in the opposite direction, the service of waiting. This objection could 
be met readily enough by incorporating a category of financial services 
and distinguishing these from the category of transfers. Transfers 
would then be confined to those transactions for which there is no 
quid pro quo whatever. 

Aukrust claims as a further advantage of his system that it leads to 
the adoption of “geographical product” and “disposable national in- 
come,” both valued at market prices, as the basic national aggregates. 
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88 Q, Aukrust, “On the Theory of Social Accounting,” The Review of Economic 
Studies, XVI (1949-50), pp. 170-88. 
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He argues very convincingly that these aggregates lead to more mean- 
ingful classifications than does the concept of national income, as 
defined in the League Report and adopted in official publications of 
the United Kingdom and the United States. This suggestion brings 
us to the crux of the problem which seems to reside in the distinction 
between “production” and “income” rather than in the distinction 
between real and financial flows. Production is most readily identified 
with a geographic area, i.e., the domestic territory of a particular 
country, whereas income is most readily identified with either real 
or legal persons, i.e., residents of a particular country. In order to 
preserve this distinction in the balance of payments it is desirable to 
group with goods only those services which would be included in an 
aggregate of production in the domestic territory of the exporting 
country, and to group separately investment income and other pay- 
ments to the owners of factors of production, in respect of contributions 
to production outside the domestic territory of the country of which 
they are residents. This procedure would be quite consistent with 
Aukrust’s proposal that “geographical product” and “disposable na- 
tional income” be adopted as the basic national aggregates, but would 
avoid the necessity of making the extremely difficult distinction between 
real and financial flows. 


Flows of distributive shares as a separate category 


Morris A. Copeland has proposed a solution of the problem along 
the following lines.*® He suggests that four kinds of items should be 
recognized in the balance of payments—purchases of one country’s 
products by other countries, international flows of distributive shares, 
transfer payments, and capital movements. The country’s products 
would include all goods and services produced within the domestic ter- 
ritory, regardless of whether foreign-owned factors contributed to their 
production. International flows of distributive shares would refer to 
income accruing to residents of one country in respect of factoral 
services rendered outside the domestic territory of that country. The 
Manual has already taken a step in this direction in its decision to 
treat branches and subsidiaries as residents of the country in which 
they are located. Acceptance of Copeland’s suggestion would involve 
the inclusion of certain other items, such as payments for services 
rendered abroad, film rentals, patent royalties, etc., as well as invest- 
ment income, in the category “flows of distributive shares.” In the 
case of direct investment, for example, it matters little from the eco- 
nomic point of view whether the parent withdraws the earnings of a 


39 Copeland, op. cit., p. 3. 
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subsidiary in the form of dividends or in the form of royalties. To 
classify both payments as flows of distributive shares seems reasonable. 

This procedure is followed in the OKEC Report with minor modifi- 
cations.*° In accordance with the second alternative of the League Re- 
port, interest on public debt is included with other income from prop- 
erty as a positive item for the recipients and a negative item for the 
government. In the rest of the world account, compensation of em- 
ployees and income from property and entrepreneurship are shown 
separately from purchases of goods and services. 

To adapt the Fund’s standard schedule to this suggestion, “invest- 
ment income” would have to be shown after the total of goods and 
services, and a further category would have to be added for “other 
factor income,” to which would be transferred such items as workers’ 
earnings, profits or losses on business activity abroad, copyrights, film 
rentals, patent royalties, etc. The schedule would then fall into four 
major categories as suggested by Copeland. 

If this proposal were adopted, the concept of “domestic territory” 
would assume significance for the balance of payments as well as for 
the social accounts, since the distinction between “services” and “fac- 
tor income” would be based on whether the production occurred within 
or outside domestic territory. The concepts of “extraterritoriality” and 
“agency” discussed above raise a number of difficulties in this con- 
nection. 

The main reason for introducing the concept of “extraterritoriality” 
is to avoid a no-man’s land to ensure that the aggregate of domestic 
production for all countries gives a complete and unduplicated cover- 
age of world production of goods and services. With respect to ships 
and aircraft, a number of alternatives are available for solving this 
problem. One is to regard the vessel as part of the domestic territory 
of the country under whose flag it is sailing and to regard the full 
value of the services involved in its operation as part of the domestic 
product of that country. Another possibility is to regard the vessel 
as part of the domestic territory of the country of the operator and to 
include the full value of the services in the domestic product of that 
country. ‘A third alternative would be to attribute extraterritoriality 
separately to each factor of production and to include the value of its 
services in the domestic product of the country to which it is attached. 
This third alternative seems to be the most reasonable. In the hy- 
pothetical example considered above of a U. S. ship chartered to a 


40 The term domestic product is substituted for Aukrust’s geographical product, 
and the concept is shown at factor cost instead of at market prices. This is un- 
fortunate since it seems desirable to reserve the term product for aggregates 
expressed in market prices. It is also inconsistent with the retention of national 
product in its commonly accepted sense expressed in terms of market prices. 
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British operator employing British and Norwegian seamen, this would 
mean that the charter hire of the vessel would be included in the 
domestic product of the United States, the wages of the British seamen 
and the net earnings of the operator in the domestic product of the 
United Kingdom, and the wages of the Norwegian seamen in the do- 
mestic product of Norway.‘ 

If this solution is adopted, the question still remains as to the coun- 
tries to which the different factors should be attached. While the flag 
of the vessel may generally be taken as a reasonable indication of the 
country with whose economy the vessel is most closely associated, 
there are some circumstances in which it is an inappropriate test. 
For example, it seems quite unrealistic to attribute services rendered 
by the Panamanian fleet to Panama, since the part played by Panama 
in the process of production is negligible. In this case it is more satis- 
factory to ignore the flag and to regard the vessels as being part of the 
domestic territory of the country of residence of the owners. On the 
other hand, when a vessel is closely related to the economy of the 
country whose flag it flies, there is a strong case for treating it as part 
of the domestic territory of that country even though it may be owned 
by a parent concern elsewhere. In this case the income accruing to the 
parent would be treated as income from investment. 

When extraterritoriality is attributed to vessels, an interesting point 
is raised concerning the treatment of fish caught in the territorial 
waters of one country by a vessel operated by a resident of another 
country. Whether the production should be attributed to the one coun- 
try or the other is arguable. The exploitation of the resources of a 
country’s territorial waters by foreign ships differs little from the ex- 
ploitation of its mineral resources by foreign capital. There would be 
considerable difficulty, however, in distinguishing between fish caught 
in territorial waters and those caught on the high seas, and in attempt- 
ing to record as exports the fish caught by foreign vessels in territorial 
waters and taken to foreign ports. The simpler procedure, which has 
been adopted implicitly by the Fund, is to attribute the production to 
the country of residence of the operator of the vessel. No account need 
then be taken of the waters in which the fish were caught. The only 
adjustment which is necessary is to include in exports fish caught by 


41 This solution would also be more appropriate in the other cases of “extra- 
territoriality.” For example, it does not seem reasonable to exclude the rental 
value of a property from the domestic product of a country simply because it has 
been rented by a foreign embassy. Similarly, there is no reason why the salaries 
of local employees in a foreign embassy should be excluded from the domestic 
product of the country of which they are residents. Only the services of the 
personnel who are residents of the country represented by the embassy can rea- 
sonably be included in the domestic product of that country. The same reason- 
ing applies to armed forces located abroad. 
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domestic vessels and sold directly in foreign ports. Charges for the use 
of fishing grounds would, of course, be treated as an export by the coun- 
try receiving payment. 

The treatment of ships and aircraft might give rise to a question as 
to whether extraterritoriality should also be attributed to railways and 
other carriers. There is no possibility of a no-man’s land in this case, 
and there is, therefore, no a priori reason for introducing the concept 
of extraterritoriality. There would, however, be some advantages in 
adopting a definition of “international carriers,” and attributing extra- 
territoriality to all carriers coming within that definition. It would 
then be possible to value exports and imports f.o.b. an international 
carrier instead of f.o.b. the frontier of the exporting country. The im- 
plications of this procedure will be discussed below. 

The difficulty involved in the “agency” concept concerns the part 
of the production which is attributable to the country in which the 
agency is located. Even though the agent’s function in the productive 
process with which it is associated is a minor one, the value of the serv- 
ice it performs may be significant. Assume, for example, that a ship- 
ping line operated between London and New York is wholly owned in 
the United Kingdom, and that its New York office is concerned solely 
with selling tickets and cargo space and with facilitating the movement 
of the ships into and out of New York harbor. In the performance of 
these services, the New York office should logically be regarded as a 
US. resident since, to this extent at least, it is part of the US. econ- 
omy. The rental value of premises used, the salaries paid to em- 
ployees, and similar items should therefore be regarded as U.S. pro- 
duction. The reason for the treatment of the New York office as an 
agent in the balance of payments is to avoid regarding the productive 
services of the ships as part of U.S. production. When the productive 
services of premises occupied and personnel employed by an agency 
are significant, they should be entered in the balance of payments even 
though no resident-foreigner transaction may be involved. For exam- 
ple, if the premises are owned by the foreign company, the rental value 
should be recorded as the purchase of a service with an offsetting entry 
under investment income. 


Goods and Services 


Significance of gross credit and debit figures 


After the removal of investment income and other factor income 
from “goods and services,” the items remaining in this category can 
readily be related to the production and disposition of the domestic 
product. Goods and services supplied by residents to foreigners are 
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entered as credits in the balance of payments and as debits in the rest 
of the world account, and goods and services supplied by foreigners to 
residents are entered as debits in the balance of payments and as cred- 
its in the rest of the world account. When defined in this way the totals 
of credits and debits, as well as the net figure, are significant. The credit 
entries in the balance of payments represent exports of goods and serv- 
ices, and the debit entries represent imports of goods and services. 
Great care has been taken in the preparation of the Manual to safe- 
guard the significance of the credit and debit totals. One of the reasons 
for preferring f.o.b. to c.i.f. values for imports was that, if c.i-f. figures 
were used, freight on imports paid to domestic carriers would have to 
be offset by a credit entry under transportation, thus causing an over- 
statement of the credit and debit totals by this amount. Returned ex- 
ports and increases in domestically-owned stocks of exported goods are 
treated as negative credits, and returned imports and increases in for- 
eign-owned stocks of imported goods as negative debits for a similar 
reason. The Manual’s treatment of a number of other items, however, 
can be challenged, as will be seen below. 

Like the Manual, the League Report enters goods and services on a 
gross basis. It does not, however, take the same care to ensure that the 
credit and debit totals measure the aggregates of goods and services 
supplied by foreigners and those supplied to foreigners. For goods pur- 
chased on a c.i.f. basis and transported in the home country’s ships, 
for example, it states that an offsetting entry showing the rest of the 
world’s purchases of these services will appear on the opposite side of 
the account.*? The Manual takes the view that in arranging this trans- 
portation the foreign exporter is acting as agent for the domestic im- 
porter, and that no service to foreigners is involved. By recording all 
imports on an f.o.b. basis, the overstatement involved in including on 
both sides freight on imports carried in domestically-operated ships is 
avoided. 


Entrepét trade 


The Manual records merchandise transactions abroad on a gross 
basis, the proceeds of sales in foreign countries of commodities bought 
abroad being entered as a credit and the cost of acquiring these com- 
modities as a debit. This procedure means that the acquisition of com- 
modities abroad for resale is treated in the same way as an import, and 
the resale of these commodities is treated in the same way as an export, 
although the goods do not at any time enter into the economy of the 
country. An alternative procedure would be to record the profit on 


42 League Report, p. 78. 
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merchandise transactions abroad as a service rendered to foreigners or 
possibly as the receipt of factor income from abroad. Since there is no 
essential difference between entrepdt trade in which the commodities 
remain abroad and entrepét trade in which the commodities are im- 
ported and re-exported in the same form, alternatives will be consid- 
ered in relation to entrepdt trade of either type. From the balance of 
payments point of view, when attention is concentrated on transactions 
between residents and foreigners, the former procedure is obviously 
preferable. From the social accounting point of view, however, when 
attention is focused on the transactions occurring within a given econ- 
omy, it would seem preferable, at first sight, to record only the profit 
on entrepdt trade. As long as the goods concerned are purchased and 
sold in the same period, no serious difficulties result from this pro- 
cedure. To the extent that stocks are carried over from one period to 
the next, however, a complication arises. Since the goods concerned in 
entrepot trade would not be included in imports and exports if they 
were bought and sold in the same period, it would not be logical to in- 
clude them in imports if they happened to remain unsold at the end of 
the period. This means that the stocks could not be regarded as do- 
mestic investment and would, therefore, have to be regarded as foreign 
investment. They would not, however, be included as domestic invest- 
ment in the social accounts of any other country, and a lack of sym- 
metry would thus be introduced into the system. Moreover, there 
would not be any foreign country to which they could logically be al- 
located in a regional classification of the balance of payments. It 
would be possible but quite arbitrary to regard them as foreign invest- 
ment in the country in which they are located, but even this arbitrary 
solution could not be applied to stocks in bonded warehouses at home. 

A further practical difficulty is that it might not be possible to dis- 
tinguish between stocks abroad and in bonded warehouses which are 
destined for the entrepdt trade and those which will ultimately be con- 
sumed domestically. While there is some justification for treating 
stocks of the former class as foreign investment, there is no good reason 
why stocks of the latter type should not be included in domestic invest- 
ment. A procedure which would be particularly appropriate in this 
case and which, though not entirely logical, might perhaps be the best 
solution in practice in all cases, would be to show entrepdét trade on a 
net basis but, at the same time, to treat the changes in stocks as do- 
mestic investment. 

One of the reasons given in the Manual for entering entrepdt trade 
on a gross basis is that this procedure is necessary to permit a regional 
classification of these transactions. It will be shown later, however, 
that a regional classification would still be possible if entrepét trade 
were recorded on a net basis. 
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In view of the many possibilities for the treatment of these trans- 
actions, the standard schedule might well be presented in such a way 
that those favoring the different methods could obtain the information 
needed as easily as possible. A comparatively minor rearrangement of 
the Fund’s standard schedule would make it possible to follow any of 
the alternative procedures depending on which was considered the more 
appropriate in the circumstances of the particular case. This would 
involve amending the sub-items of item 1 (Table 1) as follows: 

1.1 Special trade (f.o.b.) 


12 Entrepét trade 
13 Changes in stocks. 


This rearrangement would involve the transfer of the re-export trade 
from item 1.1 to item 1.2, and the subdivision of item 1.2 into entrepét 
trade and changes in stocks. If changes in entrepét stocks could be 
distinguished from changes in other stocks, it would be desirable to 
confine item 1.3 to the former and to include the latter with special 
trade. This would involve expressing special trade on a transaction 
rather than a customs basis. Entrepét trade would comprise the re- 
export trade as well as merchandise transactions abroad, and changes in 
stocks would include changes in domestically owned stocks in bonded 
warehouses, as well as those held abroad. The totals for the three sub- 
items would remain the same as for the present two sub-items. The 
figures would be used as they stand if it were desired to enter entrepdt 
trade on a gross basis. If it were desired to enter only the profit on 
entrepét trade as a service, item 1.2 would be shown on a net basis; 
and, if it were desired to treat changes in stocks as foreign investment, 
item 1.3 would be transferred to the capital account. 


Nonmonetary gold movement 


Another objection that might be raised against the Manual’s treat- 
ment of goods and services is the entry of the nonmonetary gold move- 
ment on a net basis and the treatment of movements into and out of 
private hoards as consumption and negative consumption, respectively. 
It is desirable to consider the question of whether this item should 
take account of movements in private gold hoards before considering 
whether a gross or a net basis should be used, since the nature of the 
gross entries depends on the answer to the former question. 

The decision as to whether gold hoards should be regarded as mone- 
tary or nonmonetary depends on whether they are regarded as being 
more like stocks of other commodities or like holdings of foreign ex- 
change. The form which the hoard takes has some bearing on this de- 
cision. Thus a hoard of sovereigns is obviously of a monetary nature, 
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whereas a hoard of gold ornaments is in a rather different category. 
Under present circumstances, however, when the fabrication of simple 
gold ornaments is being resorted to as a means of evading the Fund’s 
prohibition of premium sales, it does not seem unreasonable to treat 
all hoarding as monetary. This would involve the transfer of move- 
ments in private gold hoards to the capital account. 

If this proposal were adopted, the principal components of the non- 
monetary gold movement would be production and consumption in 
industry and the arts. To show the item on a gross basis would then 
involve entering production as a credit and consumption as a debit. 
The choice between a net and a gross basis depends, to some extent, 
on the nature of the transactions involved. If a country exports all its 
newly-produced gold and imports its requirements for industry and 
the arts, there is a clear case for showing the item on a gross basis. 
Again, if all current production must be sold to the monetary author- 
ities and consumption is permitted only under license, it would seem 
reasonable to enter the gross figures. If, on the other hand, the mone- 
tary authorities rarely enter the market and current production is sold 
locally or exported in accordance with the demand, there is a case for 
entering the item on a net basis. Even in this case, however, the gross 
basis can be justified. The credit entry would be interpreted as imply- 
ing that the production of gold is equivalent to an export in that it 
creates a foreign asset, and the debit entry would imply that the con- 
sumption of gold is equivalent to an import in that it involves the using 
up of a foreign asset. This suggestion takes no account of entrepét 
trade in gold, for which provision must be made in this item or else- 
where in the current account. It seems preferable to keep the gold 
transactions together in this item rather than to split them and to in- 
clude the entrepét trade in gold with other entrepét trade and the re- 
maining transactions in the nonmonetary gold item. In accordance 
with the suggestion in the preceding section, it would also be desirable 
to show entrepét trade in gold on a net basis. The nonmonetary gold 
item would then comprise two elements—production and consumption 
on a gross basis and entrepét trade in gold on a net basis. While the 
Manual’s treatment of nonmonetary gold is not entirely satisfactory, 
the treatment of this item in the League Report is much less so. The 
latter adopts the rule that gold is to be treated at all times as a com- 
modity, and that gold added to the reserves of the central bank forms 
part of domestic capital formation in the same way as the accumula- 
tion of industrial equipment. The principal reason for adopting this 
procedure is a desire to avoid the treatment of newly-mined gold in one 
way and existing gold in a different way. The argument is that in con- 
sidering a complete international system in which the other end of the 
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transaction must be integrated into a unified accounting system, it is 
desirable to regard gold as a commodity and not as a financial claim.** 
To be sure, the Manual’s distinction between monetary and nonmone- 
tary gold transactions introduces a lack of symmetry into the system. 
This is not due, however, to a faulty accounting system, but to a lack 
of symmetry in the economic reality of the situation. The fact is that 
when newly-mined gold is exported and added to the monetary reserves 
of the importing country, the transaction has an entirely different 
nature for the two participants. Under these circumstances it does 
not seem unreasonable to treat these two aspects differently. In pre- 
paring a matrix of transactions in goods and services, an “unallocated” 
column must be shown, to cover entries for nonmonetary gold move- 
ments which are not matched by a corresponding movement in another 
country. The net nonmonetary gold movement is matched by an equal 
and opposite net monetary gold movement in the capital account. 

It might be argued that it is desirable to keep this asymmetry to a 
minimum, and, therefore, to confine monetary gold movements to 
movements in the holdings of official and banking institutions. If this 
argument were accepted, it would imply the acceptance of the Man- 
ual’s present practice and the rejection of the suggestion that private 
gold hoarding be transferred to the capital account, since this sugges- 
tion would normally increase the degree of asymmetry. Under present 
circumstances, new production is offset to a significant extent by pri- 
vate hoarding. However, once the necessity for asymmetry is recog- 
nized, there is no particular reason for seeking to keep it to a minimum 
at the expense of a more realistic presentation. The advantages from 
the balance of payments point of view of transferring private gold 
hoarding to the capital account would seem to outweigh the disad- 


vantage of increasing the degree of asymmetry in the international 
system.** 


43 [bid., p. 67. inh 

44 A theoretical possibility, which would eliminate the lack of symmetry but 
would involve further departures from the resident-foreigner principle, would be 
to regard as gold consumption not only the inflow into industry and the arts (and 
the movements into mine inventories and private hoards if these are regarded as 
nonmonetary), but also the country’s reasonable share in the net addition to world 
monetary gold stocks during the period. In calculating the monetary movement, 
the change in a country’s monetary gold stocks would be corrected for the move- 
ment attributable to its share of net new production. For those countries which 
are members of the Fund, the appropriate share of each in net new production 
could possibly be determined on the basis of its quota in the Fund. Approximate 


quotas could readily be determined for those countries which are not members of 
the Fund. 
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Travel and transportation 


The treatment of tourist expenditures and passenger fares in the 
OEEC Report is rather confusing, and also inconsistent with the rule 
that international transactions should refer only to transactions be- 
tween residents and foreigners. Instead of basing its treatment on the 
nature of the underlying transaction, the OEEC Report bases its 
classification on where payment is made. Payments by residents in 
the rest of the world are included as tourism in the rest of the world 
account even if they cover passage in a domestically operated carrier. 
Likewise, payments by foreigners on domestic territory are included as 
tourism in the rest of the world account even if they cover passage in a 
foreign-operated carrier. Payments by persons of any nationality in the 
rest of the world for passage in domestically-operated carriers, and 
payments by persons of any nationality on domestic territory for pas- 
sage in foreign-operated carriers, are then included as transportation 
in the rest of the world account. This procedure means that, when a 
resident pays for a passage in a domestically-operated carrier in the 
rest of the world, both sides of the rest of the world account are over- 
stated by this amount. Similarly, when a foreigner pays for a passage 
on a foreign-operated carrier on domestic territory, both sides are 
overstated. 

This procedure has been adopted through a failure to distinguish 
between local (intranational) and international transport services. The 
Fund’s distinction between these two types of transport service is 
justified by the fact that travelers’ expenditures for local transport 
services cannot readily be distinguished from other travel expenditures, 
whereas expenditures for international transport can be so distin- 
guished. A further justification for the distinction is that local trans- 
port services are almost invariably provided by residents of the country 
concerned, while international transport services are of a more truly 
international character. Once this distinction has been drawn there is 
no reason why passenger fares in international transportation should 
not be allocated on the basis of the country of the operator rather than 
on the basis of where payment is made. Travel expenditures are then 
confined to expenditures within national boundaries. 

Full consideration of the implications of the concept of extraterri- 
toriality of vessels on the transportation account seems desirable at 
this point. The view has been expressed above that the concept of 
extraterritoriality of vessels should be confined to international trans- 
portation, and that carriers primarily engaged in international trans- 
portation should be designated “international carriers.” If this view 
is accepted, the method of allocation proposed above would be followed 
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for international carriers but not for other carriers. In all cases of 
extraterritoriality, the services of each factor would be attributed to 
the country to which it is regarded as being attached. The final product 
would, of course, be attributed to the country of the operator of the 
vessel. The other factor services (charter hire and seamen’s earnings) 
would then be similar to the services rendered to the country’s residents 
traveling abroad, and would be regarded as imports by the country 
of the operator. 

Problems also arise in the treatment of transportation services by an 
international carrier in the domestic territory of another country, and 
in the treatment of international transport services by a domestic 
carrier. The best solution seems to be to regard domestic transportation 
within a country’s economy as part of that country’s domestic product 
even when it is undertaken by an international carrier or a domestic 
carrier attached to another country. International transportation by 
a domestic carrier should be included in the domestic product of the 
country in whose waters its operations are mainly centered. Whenever 
the production is attributed to a country different from that of which 
the factor concerned is regarded as a resident, payments to factors 
should be treated as factor income. When the country to which the 
production is attributed and the country of residence of the factor are 
the same, payments received from foreigners should be treated as 
services. 

In discussing the concept of domestic territory, the question was 
raised as to whether extraterritoriality should be attributed to railways 
and other carriers as well as to ships and aircraft. The suggestion 
was made that a definition of “international carriers” might be adopted, 
and that extraterritoriality might be attributed to all carriers falling 
within that definition.** Exports and imports could then be valued f.o.b. 
an international carrier instead of f.o.b. the frontier of the exporting 
country. The advantage of this procedure would be that the services of 
international carriers would then be treated as part of the geographical 
product of the country of the operator rather than of the country in 
which the service is performed. Perhaps the best illustration of the way 
in which the procedure would operate is the case of trade between 
the United States and Canada via the Great Lakes. In theory, if 
exports are valued f.o.b. the frontier of the exporting country and 
extraterritoriality of carriers is limited to the no-man’s land between 
countries, the freight would have to be divided into that earned in the 


45 The following is suggested as a tentative formulation of such a definition: 
“The term ‘international carrier’ refers to all carriers primarily engaged in inter- 


national transportation, that is, in the carriage of merchandise or passengers 
between countries.” 
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United States and that earned in Canada. The freight earned in the 
United States would be added to the value of US. exports to Canada, 
and would be treated as part of the domestic product of the United 
States, even if the goods were carried in a Canadian vessel. The 
earnings of the Canadian vessel in U.S. waters would then be regarded 
as factor income in the balance of payments rather than as a service 
item. An obviously simpler and more reasonable procedure is to value 
exports f.o.b. the Great Lakes port and to attribute extraterritoriality 
to the vessels carrying them. The earnings of the vessels would then 
be regarded as part of the domestic product of the country of the 
operator, and the transportation services would be regarded as a service 
item in the balance of payments. 

Transportation on other international waterways, such as the Rhine 
and the Danube, should obviously be treated in the same way as trans- 
portation on the Great Lakes. The case of land transportation is not 
quite so clear. There is no difference in principle, however, between 
the case of trade between the United States and Canada via the Great 
Lakes, discussed above, and the case of a railway solely engaged, for 
example, in carrying ore from a mine in Canada to a blast furnace in the 
United States. There is, therefore, a very strong case for valuing such 
exports f.o.b. the international carrier, and for regarding the transpor- 
tation as a service rather than factor income in the balance of pay- 
ments An objection that may be raised against this procedure is that 
a foreign-operated railway in a country is similar to a foreign-owned 
enterprise. Since foreign-owned enterprises have been regarded as resi- 
dents of the country in which they are located, it might be argued that 
a foreign-owned or operated railway or pipeline should be treated simi- 
larly. The reason for treating foreign-owned enterprises as residents of 
the country in which they are located is that they form an integral part 
of that country’s economy. The same cannot always be said of foreign- 
operated railways and pipelines. The railway from Beira in Mozam- 
bique to Umtali in Southern Rhodesia is operated by Rhodesia Rail- 
ways and is much more closely integrated with the economy of Southern 
Rhodesia than with the economy of Mozambique. It would, therefore, 
be reasonable to attribute extraterritoriality to the operations of the 
railway in Mozambique. Similarly, various oil pipelines in the Middle 
East are in no way integrated with the economies of the countries 
through which they pass, and the concept of extraterritoriality should 
therefore be applied to their operation. The services rendered by the 
fixed equipment involved would, of course, be attributed to the country 
in which it is located. 

In all of the cases considered up to this point, there would be no 
difficulty in distinguishing international transportation from domestic 
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transportation. In some cases, however, there is no such clear line of 
demarcation. Road transportation is an example. The carriers must 
use the roads of the country through which they are passing, and may 
compete with purely domestic carriers over considerable parts of the 
route. There is, therefore, a less convincing case for attributing extra- 
territoriality to road transport carriers than to those of the types con- 
sidered above. Even in this case, however, it may be reasonable to 
do so. In the immediate postwar period, for example, Germany was in 
effect a no-man’s land in international road transportation. A heavy 
transit trade developed which was in no way related to the German 
economy. To regard the transportation services as a product of Ger- 
many does not seem reasonable in these circumstances. When the 
German economy has recovered and domestic carriers compete with 
foreigners to provide these services, the case for attributing extra- 
territoriality to foreign carriers will be less clear. 


Insurance 


The Manual’s treatment of insurance transactions may be criticized 
on two scores. In the first place, it would be more appropriate to treat 
claims payments as negative premiums than as positive entries. As- 
sume, for example, that a Frenchman insures his house with Lloyds in 
London and the house burns down. The Manual requires the United 
Kingdom to enter the premium received as a credit and the claim paid 
as a debit. The latter entry implies that a service has been rendered 
by the Frenchman to a British resident, which is certainly not the case. 
The net of premiums received and claims paid, while still no more 
than a rough approximation, would approach more closely the measure 
of the service involved. 

The other criticism, which is anticipated as far as life insurance is 
concerned, is that no allowance is made for the capital element in 
insurance transactions. Only in very rare cases is the capital element 
sufficiently important to warrant its separation. Most international life 
insurance business is conducted through branches or subsidiaries in the 
countries concerned, and is, therefore, excluded from the insurance 
account. It is conceivable, however, that for a country like the United 
Kingdom, which undertakes a very large volume of insurance business, 
the capital element of other insurance transactions might be sufficiently 
important to warrant separation. The value of the insurance services 
rendered by a country during a given period may be defined as the 
earnings accruing to residents of the country in respect of risks borne 
on behalf of foreigners during the period. These earnings may be 
measured by the premiums received or receivable, less the claims paid 
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or payable in respect of these risks. At a time when business is ex- 
panding, the premiums received against unexpired risks and the claims 
payable against expired risks will probably also be increasing. Prem- 
ijums received less claims paid will, therefore, overstate earnings on 
both these counts. Thus, if the entries in the insurance account are 
to measure the value of insurance services rendered during the given 
period, claims should be treated as negative premiums and the move- 
ment in liabilities in respect both of premiums received against unex- 
pired risks and of claims payable against expired risks should be 
transferred to the capital account. 


Government transactions 


One issue which arises also in connection with investment income and 
other factor income, namely the treatment of taxes, is best considered 
under this heading. The Manual provides that taxes paid to the country 
in which income is earned should be netted against the gross income 
in recording investment income, workers’ earnings, profits on business 
activity abroad, etc., and that certain other taxes or tax refunds should 
be entered as service transactions in the government account. There 
is a strong case, however, for recording income on a gross basis and 
for showing taxes as transfer payments. This is the procedure adopted 
in both the League and the OKEC Reports. Transfers, or donations 
as they are called in the Manual, are the contra-entries for all trans- 
actions that do not involve a quid pro quo. It would be extremely 
difficult to argue that a specific quid pro quo is given in exchange for 
direct taxes even though it might often be true that the taxpayer 
receives certain free benefits from the state. 

The point should be made, however, that only when the tax is paid 
by a foreigner should it be treated in this way. In the case of direct 
investment, a decision must be made as to whether taxes paid to the 
government of the country in which the branch or subsidiary is located 
are to be regarded as being paid by the parent out of its earnings in 
the country or by the branch or subsidiary as part of its local costs. 
If the tax is assessed on the branch or subsidiary as such, the latter 
treatment seems preferable; but if the tax is levied on dividends as they 
are paid, the conclusion that the tax is paid by the parent seems 
inescapable. An export tax would, of course, be regarded as being 
paid by the local company and therefore as being part of its local costs. 

The treatment of government pensions as service transactions is 
subject to the same criticism. In theory, they should be entered as 
donations if they are noncontributory and as capital movements if 
they are contributory. Their treatment in practice as service payments 
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is sometimes defended on the ground that they are a recurring item and 
that current pension payments afford an approximate measure of the 
liability that is currently accruing in respect of future pension pay- 
ments. The reply to this argument depends on whether the persons in 
respect of whom the government is incurring a liability to pay future 
pensions are regarded as residents or foreigners. If they are regarded 
as residents, no liability to foreigners is involved until they migrate. 
If they are regarded as foreigners, the accruing liability of the govern- 
ment to pay them pensions is only part, and a very small part, of their 
gross earnings which should be entered in the item “other factor in- 
come.” There are some circumstances, however, in which neither of 
these possibilities seems completely satisfactory. Government em- 
ployees in various colonial administrations, for example, may quite 
reasonably be regarded as residents of the colony while they continue 
working, but there may be no doubt whatever that they will emigrate 
on retirement and receive their pensions abroad. In these circum- 
stances, it does not seem unrealistic from the point of view of the 
colony to regard the pensions as service payments. A strict application 
of the resident-foreigner principle, however, would involve the entry 
of the capital value of a pension as an increase in government liabilities 
to foreigners as each foreign employee retired, offset by a donation 
in accordance with the procedure for dealing with migrants. Current 
pension payments would then be treated as a reduction in government 
liabilities. 

The most important instance of government pensions in actual 
balance of payments statements at the present time is that of pensions 
to war veterans. It can be argued that these should be treated as a 
supplement to wages but, since they are not normally paid until the 
war in question is over, current payments cannot be offset against 
accruing liabilities. If it were desired to treat the government’s liability 
to pay pensions as a supplement to wages, it would be necessary to add 
the amount to the wages paid while the war was on and to treat the 
accruing liability as a capital item. The effect on the balance of 
payments would depend on whether the persons concerned were treated 
as residents or foreigners at the time this liability was being incurred. 
Two distinct cases must be considered. First, residents of another 
country may have enlisted in the armed forces of the country con- 
cerned. For example, large numbers of Philippine residents enlisted in 
the U.S. Army during World War II. To regard this act as an indica- 
tion of a change in their “center of interest” does not seem reasonable. 
They may, therefore, be regarded as continuing to be residents of their 
own country. The pay of these foreigners would then be treated as 
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factor income and would include a supplement corresponding to the 
pension liability incurred. The latter would be entered in the capital 
account as an increase in liabilities. After the war, when these for- 
eigners have returned to their own country, the payment of pensions 
to them would be regarded as a reduction in liabilities. Secondly, 
veterans who were residents during the war may have migrated to other 
countries after the war was over. In theory, the capital value of the 
pension should be entered in the capital account with an offsetting 
donation as each veteran migrates. In practice, however, this method 
would be quite unworkable, and the only reasonable procedure would 
seem to be to treat the pensions as government donations as they 
are paid. 

Another problem under this heading concerns the treatment of the 
acquisition and disposal of surplus property. In the Manual, the ac- 
quisition of foreign surplus property in the form of merchandise is 
included in the merchandise account, and all other surplus property 
transactions are covered in the “government” item. Transactions of the 
former type present no problem, since they may be regarded as similar 
to other current merchandise imports. Transactions of the latter type 
are the ones that cause difficulty. The Fund put the disposal of war- 
accumulated property in the form of merchandise on a different footing 
from its acquisition on the ground that it could not, like the acquisition, 
be regarded as similar to current merchandise trade. The fundamental 
difficulty is that, in social accounting practice, military purchases are 
treated as being consumed at the time of purchase by the government. 
In order to be treated as exports in the current period, they must be 
regarded at the same time as negative consumption by the government. 
There does not seem to be any objection to this procedure, which is 
similar to that of regarding the recovery of gold from industry and the 
arts as negative consumption. This case is not specifically covered in 
the League Report, but the above solution is consistent with the treat- 
ment of sales of second-hand goods by persons.** The lack of symmetry 
introduced into the Fund’s schedule in the treatment of this item is 
unnecessary. A neater solution would be to provide a separate sub-item 
under item 1 for surplus property in the form of merchandise. 

The problem of the treatment of surplus property other than mer- 
chandise (e.g., military installations) is closely related to the treatment 
of the acquisition of fixed assets by military establishments and dip- 
lomatic missions. The Manual makes an exception of property of this 


46 League Report, p. 75 “. . . purchases may be handled most conveniently on 
a net basis . . . the proceeds from the sale of second-hand equipment will appear 
as a negative item here rather than as a positive item on the opposite side of the 
account.” 
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type in its definition of investments. While there are, admittedly, 
serious objections to treating such property as foreign investment, there 
are even more serious objections to including the real estate component 
of it in the goods and services account. In order to be consistent with 
the social accounting approach, every credit entry in the goods and 
services account must either be part of current production or represent 
domestic disinvestment or negative consumption. To regard a trans- 
action as disinvestment or negative consumption does not seem real- 
istic unless it formed part of past production. The real estate com- 
ponent involves neither current nor past production, and its disposal 
should not be regarded as negative consumption. The only alternative 
seems to be to regard it as foreign investment. Expenditure incurred 
in building fortifications, airfields, etc., is in a different category, and 
since such expenditure is normally included in consumption, it is 
reasonable enough to regard the disposal of all except the real estate 
component as negative consumption. In the majority of cases, the real 
estate component will be negligible and may be ignored, but where 
it is significant it should preferably be treated as foreign investment. 

There is a superficial similarity between the item “leases of naval 
and strategic bases,” which is included with government transactions 
in the Manual, and the items for film rentals, patent royalties, etc., 
which it has been proposed should be transferred to the item “other 
factor income.” The difference is that a rental of the former type 
refers to a payment for a service rendered in one country to residents 
of another country stationed within the borders of the first country, 
whereas a rental of the latter type is a charge against current pro- 
duction in one country accruing to factors of production owned by 
residents of another country. Payments of the former type can legiti- 
mately be regarded as forming part of current production in the country 
receiving the payment, while payments of the latter type are charged 
against current production of the paying country. 


Miscellaneous services 


A number of items listed in the Manual as miscellaneous services 
have already been discussed in connection with the treatment of factor 
income. If the suggestion made at that time is accepted, the category 
“miscellaneous services” would be confined to services produced on 
domestic territory for the benefit of foreigners (credits) and services 
produced abroad for the benefit of residents (debits). The actual items 
that would need to be transferred to the category “other factor income” 
will be discussed later. Two further items, however, call for special 
comment, namely pensions and lottery tickets and prizes. Pensions can 
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be disposed of briefly since the issue involved has already been dis- 
cussed in relation to government pensions. If the persons in respect 
of whom a liability to pay pensions is accruing are regarded as for- 
eigners, this liability should be regarded as a supplement to their 
earnings and included in “other factor income” with an offsetting entry 
in the capital account. If.they are regarded as residents, no inter- 
national transaction is involved until they migrate. Strictly speaking, 
the capital value of the pension should be regarded as an automatic 
donation at the time of migration. A more practical procedure would 
be to treat the pensions as donations as they are paid. 

The question of lottery tickets and prizes presents an issue somewhat 
similar to that involved in the case of insurance. Clearly, to enter gross 
receipts and payments is to exaggerate the amount of services rendered. 
For practical purposes, a reasonable assumption is that the net amount 
measures roughly the service involved. 

As with insurance, a capital element may be involved to the extent 
that there is a change in the value of tickets held in lotteries which 
have not yet been drawn or in the prizes payable but not yet paid. 
This possibility is unlikely to be significant, however, and can be ig- 
nored. Also, prizes (claims) may exceed payments for tickets (prem- 
iums) , but this is similar to a loss incurred in business operations. 


Flows of Distributive Shares 
Investment income 


The question of whether or not investment income should be included 
in the goods and services account has already been discussed. It re- 
mains now merely to compare the way in which the item is calculated 
for balance of payments and social accounting purposes. 

As pointed out in the discussion of government transactions, the 
Manual records investment income net of direct taxes, whereas both 
the League and the OEEC Report record it on a gross basis and show 
taxes as transfer payments. A preference has been expressed for the 
latter procedure. 

Another difference between the Manual, on the one hand, and the 
League and the OEEC Report, on the other, is in the treatment of 
income from direct investment. The Manual includes undistributed 
profits of branches and subsidiaries, whereas the League and the OEEC 
Report include only income actually distributed. No specific reference 
is made in the League Report to the particular case of undistributed 
income of branches and subsidiaries. The OEEC Report, however, 
explicitly excludes undistributed income of branches and subsidiaries, 
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but does not state the reason for this decision.*7 There would appear 
to be no reason whatever for excluding undistributed profits of branches. 
All transactions between the head office and the branch take place in 
inter-company accounts, and profits are credited to the head office as 
they accrue. When new investment is taking place in the branch it is 
quite immaterial whether the profits are withdrawn from the branch 
and new funds transferred to it or whether the profits are retained in 
the branch and reinvested. The case is not so clear for a subsidiary, 
but the argument in the Manual is quite convincing.*® 


Other factor income 


The reasons for excluding other factor income from the goods and 
services account have already been discussed, and the treatment of 
direct taxes on such income has also been considered. The items to be 
included in this category must now be decided. 

The criterion that has been suggested for distinguishing between 
services and factor income is the territory on which the production 
takes place. If the production takes place on the territory of the 
country receiving payment, the item is regarded as a service; if it takes 
place elsewhere, the item is regarded as factor income. Thus the wages 
of a frontier worker are regarded as factor income, whereas the earnings 
of a lawyer representing a foreign client in the courts of his own country 
are regarded as a service. The decision is fairly simple for such items 
as workers’ earnings, but for others it is more difficult. In the case of 
profits or losses on business activity abroad, it must be decided whether 
the service was rendered at home or abroad. The simplest solution is 
to base the decision on the location of the person earning the profit: 
if he has remained at home, the item would be regarded as a service; 
if he made the profit abroad, the item would be regarded as factor 
income. 

An even more complicated problem arises in connection with copy- 
rights, royalties, and similar payments. If an author writes a book in 
one country and the book is published in another, it is reasonable 
enough to take the view that part of the value of the book published 
in the second country was produced in the first country. If, however, 
after an interval of several years, the book is reprinted it is more 
difficult to claim that this involves current production in the first 
country to the value of the royalties received. To take an extreme 


47 League Report, p. 3: “Any undistributed income retained by a subsidiary 
company, branch plant, or establishment directed from abroad should be included 


in the national as well as the domestic income of the country in which the estab- 
lishment in question is located.” 
48 See above, p. 97. 
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case, it would be absurd to claim that the performance of a Gilbert 
and Sullivan opera in the United States involves current production in 
the United Kingdom because the owner of the copyright resides there. 
The most practical solution seems to be to regard all copyrights, patent 
royalties, film rentals, etc., as factor income rather than service pay- 
ments. In the borderline case, such as that of the author mentioned 
above, where royalties are received in respect of a service performed 
currently, it would be more correct from a theoretical point of view 
to treat the royalties (or better still the capital value of all expected 
royalties) as payment for a service. 

Neither the League nor the OEEC Report deals satisfactorily with 
this question. The League Report recognizes rent as factor income, 
but, in view of the difficulty of separating it as a distinct factor share, 
takes the view that it is better handled as a service.*® The discussion 
is entirely in terms of rent from real estate, but it is apparently in- 
tended to apply equally to other types of rentals. When an attempt 
is made to identify the production of such a service with the country 
which is allegedly rendering the service, the weakness in this approach 
is immediately apparent. The rent accruing to a foreigner in respect 
of his investment in real estate is just as surely factor income as 
dividends on his equity holdings. The approach of the League Report 
can be reconciled with the position taken here by regarding foreign 
holders of property rights as enterprises. The rentals would then be 
regarded as service payments to domestic enterprises, and the entries 
in the rest of the world account would appear as withdrawals of 
operating surpluses. This procedure is unnecessarily cumbersome from 
a balance of payments point of view. 

The OEEC Report treats rent in respect of land and buildings as 
factor income but treats royalties as service payments.®® This seems 
to be inconsistent with its own principle that production should be 
ascribed to the territory on which the production takes place.* 


Gross versus net presentation 


The question must now be raised whether investment income and 
other factor income should be entered in the balance of payments on 
a gross or a net basis. To ensure consistency with social accounting, 
the resulting totals should harmonize with the concept of “national 
income” just as the totals for goods and services are intended to 
harmonize with the concept of “national product.” Subject to a quali- 

49 League Report, ‘p. 56. 


50 OEEC Report, p. 28. 
51 Ibid., p. 2. 
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fication for exports arising from disinvestment or negative consumption, 
the credit entries for goods and services are associated with the genera- 
tion of income, thus contributing to national income except when the 
income accrues to foreigners. The debit entries, on the other hand, are 
associated with national expenditure. This suggests that factor income 
accruing to foreigners should be entered as a negative entry in the 
credit column rather than as a positive entry in the debit column. 
Factor income accruing to residents from abroad should then be added 
as a positive entry in the credit column to indicate the extent to which 
current income arises from sources other than current domestic pro- 
duction. The net entry for factor income then indicates the extent 
to which national income exceeds (if positive) or falls short of (if 
negative) the income arising from current domestic production. 


Donations and Capital Movements 
Public debt interest 


As mentioned above, the category of “donations” or “unilateral 
transfers” has generally received insufficient attention in social ac- 
counting. This defect has been remedied to a large extent, but not 
entirely, by the League and the OEEC Report. The League Report 
does not deal specifically with public debt interest payable abroad, 
but the implication is that it should be treated as a transfer. From 
the point of view of the lender, it is obviously unsatisfactory to treat 
interest on the public debt differently from interest on loans for busi- 
ness purposes. The “service” provided by the foreigner is the same in 
each case. The OEEC Report adopts the more acceptable procedure 
of regarding public debt interest as positive property income of the 
recipient, and as negative property income of the government. 


Migrants’ transfers 


The question of migrants’ transfers is covered by the League Report, 
but not by the OEEC Report. The League Report’s treatment of this 
item °? differs from that of the Manual, however, in that it is confined 
to capital accompanying migrants, while the Manual includes all 
property belonging to migrants. The League Report’s exclusion of 
personal and household effects can be explained by the practice in 
social accounting of regarding durable consumers’ goods as being con- 
sumed at the time of purchase. If this practice is adopted, the inclusion 
in exports and imports of such goods owned by migrants is obviously 
incorrect unless they are included at the same time in negative con- 


52 League Report, p. 11, note to item 2(f). 
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sumption, which is equally unacceptable. The Manual’s treatment 
would be consistent with the social accounting approach only if stocks 
of durable consumers’ goods were included in domestic investment. 
Since this is quite impractical, there is a strong case for amending the 
Manual to exclude migrants’ personal and household effects from items 
1 and 9. On the other hand, the Manual’s procedure of including all 
other assets and liabilities of the migrant is preferable to the League 
Report’s procedure of including merely the capital accompanying him. 


Occupation costs 


The Manual, as well as the League and the OEEC Report, is de- 
ficient in its treatment of donations. Reference has already been made 
to the questions of direct taxes and pensions. Another item which is 
not dealt with explicitly in the Manual, but which must obviously be 
faced in the social accounts, is occupation costs. In practice, these 
costs have generally been excluded from balance of payments state- 
ments, but they cannot be excluded from the social accounts and a 
decision must be made as to their most appropriate treatment. An 
occupied country has a natural inclination to regard all expenditures 
made at the direction of the occupying authorities as occupation costs, 
and to enter them in the balance of payments as services rendered to 
the occupying power, offset by donations. To the extent that the 
services concerned are rendered exclusively for the occupying troops, 
this treatment is unquestionably correct. The situation is different, 
however, when the services benefit the occupied country, either directly 
or indirectly. The occupying authorities in Germany and Japan, for 
example, have been engaged in the relief of the civilian population 
as well as in the enforcement of disarmament and the punishment of 
war criminals. Expenditures incurred by the occupied country in fa- 
cilitating the relief program are obviously not a donation to the 
occupying country. More doubtful cases arise when the service is of 
immediate benefit to the occupying troops but may ultimately benefit 
the local population. Airfields, roads, housing, etc., built at the com- 
mand of the occupying authorities, will presumably remain when the 
occupation ends, and will probably be at least of some benefit to the 
local population. Any solution of this problem is likely to be rather 
arbitrary. Perhaps the most satisfactory alternative would be to 
exclude that part of occupation costs which is predominantly of benefit 
to the local population, and to enter the remainder as a service to the 
occupying powers, offset by a donation. Then, when the occupation 
ends, the facilities left behind should be entered as a reverse donation 
at their value for domestic purposes. 
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Gross versus net presentation 


Just as an attempt has been made to integrate the totals for goods 
and services and factor income with social accounting concepts, the 
same must be done with the remaining category of current transactions, 
donations. The most satisfactory procedure seems to be to regard all 
donations as elements of national expenditure. Donations received 
would then be recorded as negative entries in the debit column, in- 
dicating the extent to which imports and outflows of capital did not 
involve expenditure from current income. Donations extended would be 
recorded as positive entries in the debit column, indicating the extent 


to which current income was expended abroad for purposes other than 
imports and outflows of capital. 


Capital account 


Little attention is paid to the capital account of the balance of 
payments in social accounting. Net foreign investment appears as a 
single figure and its definition follows from the definition of the current 
account items. Special attention will be given to the capital account 


later, when the foreign exchange aspects of the balance of payments are 
discussed. 


Social Accounts in General 
National product and national income 


Some of the points raised in the above discussion have a bearing not 
only on the rest of the world account as an element of the social ac- 
counts but also on the social accounts as a whole. It has been sug- 
gested ** that the concept of “production” should be related to the place 
where it occurs and that the concept of “income” should be related to 
the person to whom it accrues. A strict application of this principle 
would involve the definition of “national product” in terms of the 
production occuring within the “domestic territory” of a country, and 
of “national income” in terms of the income accruing to the “residents” 
of the country. 

Acceptance of this suggestion would require the rejection of the 
commonly-accepted practice in social accounting of defining national 
income, net national product, and net national expenditure as identical 
magnitudes. The separation of “product” aggregates from “income” 
aggregates involves the recognition of two distinct concepts of “ex- 
penditure,” one related to the disposition of the national product and 
the other to the expenditure of the national income. 


53 See above, p. 112. 
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Gross national turnover 


Further analysis of the disposition of the national product would be 
facilitated by the adoption of a new concept which might be described 
as “gross national turnover.” This concept would include the gross 
national product and imports of goods and services together with dis- 
investment and negative consumption to the extent that these are 
significant for the analysis of the disposition of the available flow of 
goods and services into broad categories, such as consumption, invest- 
ment, and exports." Assume, for example, that a country is engaged 
solely in making bread from imported wheat which is paid for by 
exporting part of the product. In one year it imports wheat worth 
$1 million and produces bread worth $2 million, half of which is con- 
sumed locally and half exported. The gross national product would 
then be $1 million representing the value added in making bread. The 
disposition of the gross national product would be personal consump- 
tion $1 million and net exports nil. The $1 million of production, how- 
ever, is not identical with the $1 million of personal consumption. In 
order to show the disposition of the total output, imports must be added 
to the gross national product, and exports added to domestic consump- 
tion. This would give an aggregate gross national turnover of $2 
million, representing the total value of the output of bread. The dis- 
position of the gross national turnover would then be shown as $1 mil- 
lion of bread consumed and $1 million of bread exported. In a similar 
manner, disinvestment and negative consumption should be included 
in gross national turnover to the extent necessary for the analysis of 
the disposition of the aggregate by type. For example, if the country 
in the above illustration obtained half of the wheat from its own stocks 
and imported the remainder in exchange for $0.5 million of bread, the 
gross national turnover would be $2 million of bread, of which $1.5 
million would be entered as personal consumption and $0.5 million as 
exports. Again, if the wheat imports were paid for with surplus military 
property instead of with bread, the gross national turnover would be 
$2.5 million comprising $2 million of bread and $0.5 million of surplus 


54 This concept is somewhat similar to that of “available resources” which has 
been employed by the Economic Commission for Europe and certain of the 
European countries. See, for example, Economic Commission for Europe, A Sur- 
vey of the Economic Situation and Prospects of Europe (Geneva, 1948), p. 21. 
The latter concept, however, refers only to commodities, whereas gross national 
turnover refers to services as well. Further differences are that “available resources” 
excludes exports in order to show the commodities available for home use, and 
that it does not include disinvestment (other than depreciation) and negative 
consumption. The importance of disinvestment and negative consumption under 
certain circumstances may be illustrated by the fact that during wartime the 
depletion of inventories and the intensified collection of scrap are significant 
sources of supply. 
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property. The disposition of this aggregate would be shown as personal 
consumption of $2 million of bread and exports of $0.5 million of 
surplus property. 

The examples of disinvestment and negative consumption in the 
above illustrations have been chosen deliberately to show the way in 
which these items may affect the recording of consumption and ex- 
ports by types. The extent to which disinvestment and negative con- 
sumption that do not affect a broad classification of this type would 
need to be included in gross national turnover depends on the extent 
to which it is desired to subdivide these broad types. For example, a 
reduction in stocks of one type of consumers’ goods may be offset 
against an increase in stocks of another type as long as it is not desired 
to subdivide consumption and investment in such a way as to distin- 
guish between these types. In the extreme case it might be found de- 
sirable to include all negative consumption by individuals and the gov- 
ernment and all disinvestment by individual firms even though their 
actions might be offset by consumption and investment of other indi- 
viduals and firms. For our present purpose, all that is necessary is to 
include disinvestment and negative consumption to the extent neces- 
sary to permit a broad classification of the gross national turnover be- 
tween consumption, investment, and exports. 

This brief description of “gross national turnover” shows clearly 
that the credit and debit totals for goods and services as defined above 
are entirely consistent with this concept. Each of the categories of con- 
sumption, investment, and exports in a country’s economy is comprised 
of elements of production, disinvestment, negative consumption, and 
imports. These imports consist, in turn, of elements of production, 


disinvestment, negative consumption, and imports in other countries’ 
economies. 


IV. Frnanoine or INTERNATIONAL TRANSACTIONS 


As shown in Section III, social accounting is concerned primarily 
with those international transactions which relate to the acquisition 
and disposal of goods and services and the distribution of factor in- 
comes. Transfers or donations between countries are brought into the 
picture as a subsidiary element of national revenue or expenditure, and 
capital transactions appear as a residual described as “net foreign in- 
vestment.” 

From the foreign exchange point of view, the way in which these 
flows are financed must be studied. For this purpose, attention should 
be focused on the elements in the balance of payments which have been 
discussed the least so far, namely, donations and capital movements. 
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The objective will be to determine what it is that makes the balance of 
payments balance. 

Since the balance of payments is a double entry system of account- 
ing in which every credit is offset by a corresponding debit of equal 
magnitude, the fact that it must balance is obvious. This is an ex post 
relationship, similar to the identity of savings and investment. In 
neither this case nor that of savings and investment does this formal 
balance give any indication as to whether or not the system is in equi- 
librium. No judgment can be given on this issue until some evidence 
is available regarding the ex ante relationships of the supply and de- 
mand schedules concerned. These ex ante relationships cannot be de- 
termined statistically, however, and the question arises whether the 
ex post relationships as revealed in the balance of payments can be 
used to throw light on the ex ante situation. This question will be dis- 
cussed in more detail below. At this stage, it is sufficient to point out 
that there is an important difference in this respect between the sav- 
ings-investment relationship and the balance of payments. In the case 
of savings and investment, price movements ordinarily play a signifi- 
cant role in the balancing process, both in the short run and the long 
run.> In the foreign exchange market, however, price movements have 
customarily played a much more indirect part. Under gold standard 
conditions, fluctuations in the exchange rate were limited by the gold 
points while, under modern conditions, the rate is generally held at a 
level determined by the monetary authorities instead of being allowed 
to fluctuate freely with changes in market conditions. Under these 
circumstances, any gap between supply and demand must be filled by 
elements which are not part of normal supply and demand. The ques- 
tion whether these elements can be isolated in the ex post balance of 
payments leads to a consideration of the various concepts of surplus 
and deficit in the balance of payments. 


Various Concepts of Surplus and Deficit 


Mercantilist concept 


The concept of a surplus or deficit in the balance of payments has 
existed from the earliest mercantilist times. While its significance has, 
of course, been recognized only gradually, it has long been regarded as 
a means of indicating strength or weakness in the balance of payments 
of the country concerned. Frequently at first, and sometimes even to- 
day, attention has been confined to the balance of “visible” trade. 


55 Under the Keynesian theory the influence of the interest rate has been 
seriously discounted, but movements in the prices of investment goods are still 
regarded as extremely significant. 
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Some writers, however, recognized at a very early stage that concen- 
tration on the trade balance alone might be extremely misleading. A 
wide variety of “invisible” items was recognized long before an attempt 
was made to measure them statistically. One of the primary motives 
of the compilers of the earliest balance of payments estimates was to 
demonstrate that, in spite of a growing trade deficit, England had a 
large surplus on current account which was available for reinves:- 
ment.®® Even when the terms import or export surplus continued to 
be used, they were implicitly intended to cover “invisible” transactions 
as well as trade. The balance on current account thus emerged as a 
measure of surplus or deficit in the balance of payments. In this bal- 
ance no attempt was made to distinguish donations from other current 
items. Donations were simply treated as one category of invisibles. Not 
until recently has this item acquired sufficient quantitative importance 
to justify the recognition of its distinct character. 

Just as there was a tendency to simplify the current account of the 
balance of payments, there was a similar tendency to simplify the capi- 
tal account. The mercantilist writers ignored the possibility of capital 
movements and envisaged the import or export surplus as payable in 
specie. In view of the comparatively insignificant volume of inter- 
national capital movements at that time, the simplification was justi- 
fied.57 It was a matter of indifference to them whether the surplus or 


deficit was measured by means of the balance on current account or by 
means of the actual movement of specie. 


Classical and neo-classical concept 


When the place of international capital movements was recognized, 
a distinction was drawn between “autonomous” capital movements on 
the one hand and “equilibrating” or “induced” capital movements on 
the other. Movements of the former kind were regarded as part of the 
market supply and demand, and movements of the latter kind were 
regarded as part of the balancing item. This development arose natu- 
rally out of practical experience of the working of the gold standard. 


It was found that gold movements were small and infrequent relatively to 
the gaps which continually arose in the international accounts. The explana- 
tion is simple. To a large extent the gaps were filled by equilibrating move- 
ments of private short-term funds in response to interest differentials or slight 


56 See, for example, Shaw-Lefevre, op. cit. 

57 Steuart is the only mercantilist in whose writings Viner has found a recogni- 
tion of the role of international capital movements. Viner, op. cit., p. 16, n. 4, for 
quotation from Steuart’s An Inquiry into the Principles of Political Economy 
(1767), II, pp. 425-26: “...a balance may be extremely favorable without 
augmenting the mass of the precious metals . . . by constituting all other nations 
as debtors to it...” 
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exchange variations within the gold points. More particularly, they could be 
filled by sales or purchases of foreign bills and balances held as reserves— 
instead of or in addition to gold—by commercial banks as well as central 
monetary authorities. . . .58 

The concept of “equilibrating” capital movements involves the in- 
troduction of a new principle of classification. Up to this point the dis- 
tinction between the transactions entering into the supply and demand 
for foreign exchange and those intended to fill the gap between supply 
and demand was based on the outward characteristics of the transac- 
tions. In this case, however, the classification of a transaction became 
dependent on the underlying motive. A distinction then became neces- 
sary between transactions which had the same outward characteristics, 
since short-term capital movements that were outwardly similar fre- 
quently arose from entirely different motives. For example, an “equi- 
librating” capital movement in response to international differences in 
interest rates might be outwardly indistinguishable from a movement 
due to increased requirements for working capital. 

It is understandable, therefore, that considerable differences of opin- 
ion have existed as to where the line of demarcation between “auton- 
omous” and “induced” movements should be drawn. Some writers 
have tended to classify all long-term capital movements as autono- 
mous and short-term movements as induced.*® A number of objections 
to this procedure may be raised, however. In the first place, long-term 
assets for which there is a ready market are frequently more liquid 
than short-term assets of nonmarketable types. Assets of the former 
category are therefore a convenient vehicle for induced movements, 
while certain types of short-term movement rarely come within this 
category. This fact has led Frisch to put emphasis on the degree of 
liquidity rather than on the term of the asset or liability involved. 
This criterion, however, is also unsatisfactory, since some movements 
in liquid assets arise independently of the over-all balance of payments 
situation and some items which are not in the least liquid are, never- 


58 League of Nations, International Currency Experience: Lessons of the Inter- 
War Period (New York, 1944), p. 100. 

59Eg., J. W. Angell, “Equilibrium in International Payments: The United 
States, 1919-35,” Explorations in Economics (New York, 1936), p. 14: “Strictly 
speaking, a country’s international payments are out of equilibrium whenever short- 
term funds are moving to or from it, net (that is, whenever the net balance of all 
the other international payment items is greater or less than zero); or whenever 
the short-term or demand balances on either side of the country’s international 
accounts currently exceed or fall below the normal working requirements.” 

60 Ragnar Frisch, “On the Need for Forecasting a Multilateral Balance of Pay- 
ments,” American Economic Review, XXXVII (1947), p. 536: “The line of 
demarcation between what should and what should not be included must of course 
to a certain extent be conventional. But it is fair to say, I think, that in all cases 
the underlying criterion involved is the degree of liquidity of the things that move. 
The things that possess the highest degree of liquidity are excluded.” 
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theless, of an equilibrating nature. The Anglo-American loan, for ex- 
ample, was clearly equilibrating even though the long period of amor- 
tization and the absence of a marketable security of any kind made it 
highly illiquid. 

The concept of “induced” capital movements as a balancing item 
was associated in the writings of most of the classical and neo-classical 
economists with a belief in “the efficacy of the Bank discount rate, if 
employed skillfully and forcibly enough, as a regulator of specie move- 
ments through its influence on the international movement of short- 
term funds and, to a less extent, on the commodity trade balance.” & 
Viner points out, however, that some writers took a skeptical view of 
the effect of an increase in the discount rate in attracting short-term 
funds from abroad. They pointed out that “a rise in the discount rate 
might be interpreted as a signal of impending financial stress” and 
therefore lead to an outflow rather than an inflow of capital.* 

A more recent criticism of the formula based on gold flows plus equi- 
librating capital movements is that of Nurkse.** As a standard for the 
discussion of the equilibrium rate of exchange, Nurkse urges that dis- 
equilibrating short-term capital movements, as well as transfers of 
gold or foreign exchange reserves and equilibrating capital movements, 
should be excluded from the balance of payments. This suggestion was 
prompted by the phenomena of capital flight and “hot money” which 
were particularly apparent during the nineteen thirties, mainly be- 
cause of fear of exchange depreciation and war. There is no suggestion 
on Nurkse’s part that a flight of capital does not exert pressure on the 
balance of payments. The suggestion is merely that such pressure is 
not an indication of a departure from the equilibrium rate of exchange. 
As stated above, the concept of surplus and deficit has generally been 
used to indicate the presence or absence of balance of payments pres- 
sures,” and it is in this sense that the concept will be used here. From 
this point of view, disequilibrating capital movements are clearly com- 
ponents of market supply and demand and should, therefore, be in- 


61 From the point of view of the borrower, there is a sense in which the loan 
was liquid since, once negotiated, it could be drawn upon as required. In the more 
usual sense of the term, however, the loan would unquestionably be regarded as 
illiquid. 

62 Viner, op. cit., p. 279. 

63 Ibid. 


64 Ragnar Nurkse, “Conditions of International Monetary Equilibrium,” Essays 
in International Finance, No. 4 (Princeton, 1945). Reprinted in Readings in the 
Theory of International Trade (Philadelphia, 1949), pp. 3-34. 

65 Whenever the term surplus or deficit is used in another sense, it is usually 
qualified by other words such as “export surplus,” “current account surplus,” etc. 
When the term is used without such a qualification, it is generally intended as a 
measure of balance of payments pressures. 
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cluded in calculating the balance. It is, of course, true that under these 
circumstances the absence of a surplus or deficit cannot be taken as an 
indication of long-term balance of payments equilibrium.® 

The disruption of the world balance of payments situation brought 
about by World War II, and the development of a wide range of 
techniques for financing the resulting surpluses and deficits, have made 
even the best of the earlier concepts inadequate. In an effort to cope 
with this situation, the staff of the International Monetary Fund has 
developed a new concept, compensatory official financing, which is pre- 
sented as a realistic approach to the question of surplus or deficit in the 
balance of payments under present-day conditions. 


Concept of Compensatory Official Financing 


A detailed description of the concept of compensatory official financ- 
ing was given in the 1938-47 Yearbook. The concept is defined as “the 
financing undertaken by the monetary authorities to provide exchange 
to cover a surplus or deficit in the rest of the balance of payments.” ° 
An appendix to the second edition of the Manual gave a brief descrip- 
tion of the concept, and this description was published in a slightly ex- 
panded form in the 1948-49 Yearbook. Although the concept is still in 
the experimental stage, it has been used widely for the presentation of 
balance of payments data, not only in the Fund’s publications but also 
in the official publications of certain countries. Slightly different ter- 
minology has been used in some of the latter cases, but the underlying 
concept is the same. 


Reasons for concentration on official financing 


The first point that should be noted about this new concept is that 
it is confined to official financing, i.e., financing undertaken by the 
monetary authorities.°* The earlier concept of gold flows plus equi- 
librating capital movements was not limited in this way. Neither the 
gold flows nor the capital movements need necessarily -have involved 
the monetary authorities. It has been argued in the 1938-47 Yearbook, 
however, that gold flows may be interpreted as the equivalent of offi- 
cial fiancing when, as under the gold standard, gold may be exported 
and imported without restriction and may be converted freely into do- 


66 It will be suggested subsequently that long-term balance of payments equi- 
— should be distinguished clearly from the mere absence of a surplus or 

eficit. 

87 1938-47 Yearbook, p. 5. 

68 For this purpose, monetary authorities have been defined broadly to cover 
central banks, central government departments and agencies, and commercial 
banks whose foreign balances are subject to the positive control of the authorities. 
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mestic currency, and vice versa. Under such circumstances, there is 
no essential difference between private exports of gold out of circula- 
tion or domestic hoards and the conversion by the central bank of do- 
mestic currency into gold for the purpose of export. When such a 
policy is officially adopted, all gold movements, except new production 
and consumption in industry and the arts, may be regarded as the 
equivalent of official financing. A similar situation applies in the case 
of equilibrating capital movements if the currency is fully convertible 
and the central bank is willing to buy and sell foreign exchange freely. 
Under these circumstances, there is no essential difference between a 
decrease in foreign exchange holdings of the central bank and an in- 
flow of private short-term capital induced by an increase in the central 
bank’s discount rate. Thus, although the older formula of gold flows 
plus equilibrating capital movements covers a broader field than purely 
official financing, it is reasonable enough to regard such movements as 
the equivalent of compensatory official financing under the conditions 
of the gold standard and free foreign exchange markets. As long as the 
monetary authorities possess the confidence of the public and can rely 
on inducing equilibrating capital movements by varying the discount 
rate, there is no particular significance in distinguishing between pri- 
vate and official holdings of gold and foreign exchange.”° 


When the public no longer has full confidence in the currency or the 
monetary authorities have abandoned the gold standard and free ex- 
change markets, the distinction between private and official holdings 


69 See 1938-47 Yearbook, pp. 16-17. “As long as public policy requires the mone- 
tary authorities to buy or sell gold (or some foreign currency) freely at a fixed 
price, the movement of international reserves will produce effects quite similar to 
the movement of an international currency used for internal circulation. This was 
a basic characteristic of the gold standard when it was in wide use throughout the 
world. .. . The automatic system has had to be supplemented by discretionary 
action designed to achieve the same effects, but this does not mean that financing 
through the automatic system is any the less compensatory. It is clearly also 
official financing when the conversion of foreign currency into local currency is 
effected by the monetary authorities. It is the equivalent of official financing 
when, under the system officially set up for the purpose, international currency 
goes directly into domestic use.” 

It should be noted in passing that this argument lends support to the suggestion 
made earlier that the nonmonetary gold movement should be confined to the net 
of production and consumption in industry and the arts. If changes in private 
gold holdings are to be regarded, under certain special circumstances, as the 
equivalent of compensatory official financing, they should be recorded in the 
capital account. 

70 This explains why central banks in many countries did not consider it neces- 
sary to concentrate the countries’ international reserves in their hands. The com- 
mercial banks frequently held substantial reserves which were not directly under 
the control of the monetary authorities. As long as the monetary authorities were 
able to induce movements in these reserves in response to balance of payments 
pressures by varying the domestic interest rate, it would seem reasonable to 
classify the movements as compensatory. 
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becomes imperative. Without public confidence in the currency, the 
monetary authorities can no longer rely on being able to induce equi- 
librating capital movements by varying the discount rate. Without the 
gold standard and free exchange markets, they can no longer rely on 
a small movement in the exchange rate to the gold export point to bring 
gold out of private hands. The Fund’s decision to concentrate on offi- 
cial financing may therefore be justified on the ground that, under 
present conditions in which the gold standard has been almost uni- 
versally abandoned and differences between interest rates in the money 
markets of different countries are a minor factor influencing private 
short-term capital movements, the theory which fitted nineteenth cen- 
tury conditions is no longer applicable. 


Movements in international reserves 


When allowance is made for the exclusion of private capital move- 
ments, it will be seen that compensatory official financing covers all 
the remaining elements of the concept of gold flows plus equilibrating 
capital movements. In theory there are two ways in which these ele- 
ments may be estimated. In the first place, an attempt may be made 
to isolate each transaction that is clearly of an equilibrating nature. 
This would involve the exclusion of official transactions undertaken for 
other reasons, e.g., a shift in the form in which international reserves 
are held. The other alternative, which is the only practicable one, is to 
assume that, in the absence of evidence to the contrary, the net move- 
ment in the various items that make up international reserves is com- 
pensatory. To this movement must be added, then, only those other 
transactions that are clearly of an equilibrating nature. The Fund’s 
staff has followed this method and has defined international reserves to 
include monetary gold, short-term official assets abroad, long-term 
assets which are readily marketable abroad and are at the disposition 
of the monetary authorities, and short-term liabilities to foreign offi- 
cial and banking institutions." The last category is included since it is 
the “counterpart of foreign exchange assets of foreign monetary au- 
thorities except to the extent that the liabilities are to banks not mem- 
bers of the official family abroad”.*? Among the other transactions of 
a clearly equilibrating character, the Fund’s staff has included grants 


71 The Manual, p. 108. ; 

72 1938-47 Yearbook, p. 8. Unrestricted liabilities to private entities abroad 
(other than banks) are not included since they do not reflect operations of foreign 
monetary authorities. Restricted liabilities to private entities are treated as com- 
pensatory official financing, however, since they may be regarded as a forced loan 
to the recipient country and as “the outcome of a system set up by the monetary 
authorities to compel automatic financing of their country’s deficit.” (Ibid., p. 9.) 





144 INTERNATIONAL MONETARY FUND STAFF PAPERS 


as well as capital movements whenever these are intended to meet a 
deficit in the balance of payments of the recipient country. 

The assumption that the net movement in international reserves as 
defined above is compensatory is valid only if all official transactions 
in these items are either equilibrating or of the nature of a shift in the 
form in which the international reserves are held. It is possible, how- 
ever, to envisage circumstances in which the movement in a country’s 
international reserves would actually have a disequilibrating effect on 
its balance of payments. The monetary authorities might, for exam- 
ple, be anxious to replenish reserves and might enter the market as a 
purchaser of foreign exchange, allowing the exchange rate to depreciate 
to whatever level was necessary to equate supply and demand. Under 
these circumstances the movement in reserves would be a determinant 
of the exchange rate, rather than the exchange rate and the other con- 
ditions imposed on the market by the monetary authorities being a 
determinant of the movement of reserves. In these circumstances, 
there would be no point in talking of a surplus or deficit. However, 
although such a situation is conceivable in theory and may have ac- 
tually occurred in practice in a period when less attention was paid to 
the establishment and maintenance of a par value, it is of little prac- 
tical significance today. 

When a shift in the form in which a country’s international reserves 
are held involves the shifting of balances from one financial center to 
another, there is no error in the global balance of payments in treat- 
ing the net movement in reserves as compensatory. A difficulty arises, 
however, in a regional classification. The decrease in reserves shown 
in the balance of payments with the country from which balances have 
been withdrawn would appear to indicate a deficit with that country; 
and conversely, the increase in reserves with the country to which they 
have been transferred would appear to indicate a surplus with that 
country. In order to remove this implication, both the multilateral set- 
tlement and the movement in reserves should be regarded as noncom- 
pensatory. The logic of this procedure becomes apparent when atten- 
tion is focused on the balance of payments of the financial centers af- 
fected by the transfer. Shifts of this kind are usually disequilibrating 
from the standpoint of the financial centers themselves. The move- 
ment is unlikely to take place unless there is evidence of weakness in 
the balance of payments of the center losing the reserves and of 
strength in that of the center gaining the reserves. The movement 
accentuates both tendencies. The British crisis in 1931 was aggravated 
by movements of this kind between London and New York. The effect 
of the transfer on each of the countries concerned can be shown most 
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clearly by treating both the multilateral settlement and the movement 
in reserves aS noncompensatory. 

Another difficult practical problem arises when a voluntary decision 
by the government, resulting in a movement in reserves, is prompted 
primarily by the existence of excessive reserves or of reserves which are 
not available for ordinary balance of payments financing. Examples of 
such transactions are the extraordinary transactions of the United 
Kingdom with India and Pakistan after these countries attained in- 
dependence. The pensions annuities would not have been purchased by 
India and Pakistan if they had not had large holdings of blocked ster- 
ling which would not have become available for other uses for many 
years. Movements in reserves under these circumstances can hardly be 
regarded as “equilibrating”. For this reason, the 1948-49 Yearbook 
showed the purchase of the annuities and the corresponding movement 
in reserves together in a separate group of extraordinary noncompen- 
satory transactions.”* 

It may be objected that these transactions are similar to the planned 
deficits discussed in the 1938-47 Yearbook.”* In the case of planned 
deficits, however, there is a genuine market deficit which is partly held 
in check by controls and partly financed out of reserves. To the ex- 
tent that a deficit is allowed to appear, the movement in reserves can 
be said to reflect the financial pressures on the monetary authorities, 
given the level of controls in effect. In the case of government trans- 
actions whose primary motivation is the existence of excess reserves, 
however, it does not seem realistic to speak of a market deficit at all. 
Therefore, whenever a government transaction is motivated primarily 
by the size or the availability of the international reserves which are 
to be used to finance it, both the transaction itself and the correspond- 
ing movement in reserves should be excluded from compensatory offi- 
cial financing. , 

Apart from the comparatively infrequent exceptions to which ref- 
erence has been made, a reasonable assumption is that all other move- 
ments in reserves are either equilibrating or of the nature of a shift 
in the form in which the reserves are held. 


Other components of compensatory official financing 


In addition to movements in international reserves, a number of 
other transactions of an equilibrating nature are included in the con- 
cept of compensatory official financing. The most obvious example is 
the use of the Fund’s resources. One of the objects of the establish- 


78 1948-49 Yearbook, pp. 233 and 383. 
74 1938-47 Yearbook, p. 23. 
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ment of the Fund was that its resources should be made available, 
under adequate safeguards, to members to provide them with an “op- 
portunity to correct maladjustments in their balance of payments 
without resorting to measures destructive of national or international 
prosperity.” ** In presenting the outline of the proposed Fund to the 
House of Lords, Keynes described the Fund as being, “in effect, a great 
addition to the world’s stock of monetary reserves.” 7° There can be 
no doubt whatever that the use of these resources is compensatory. 

A further category of transactions that is classed as compensatory 
comprises certain transactions in the country’s outstanding long-term 
obligations. The country concerned may play either an active or a 
passive role. In the former case, the monetary authorities finance a 
surplus through voluntary prepayment of public or other debt owed 
to foreigners. In the latter case, the country’s long-term obligations 
are purchased or sold by the monetary authorities of a foreign country 
to finance a surplus or deficit in its balance of payments. 

Repayment of foreign debt before final maturity is treated as volun- 
tary except when, for the purpose of orderly handling, final maturity is 
anticipated by a short period. In certain special cases (e.g., Australian 
Government bonds maturing in London) where the credit of the 
debtor country in the money market concerned is so strongly estab- 
lished that a maturing loan can be readily refunded, redemption on 
maturity has been treated by the Fund as, in effect, voluntary.”7 The 
monetary authorities are regarded as being free to exercise their dis- 
cretion as to whether or not to make repayment. The difficulty re- 
mains, however, that in a given situation the terms on which the loan 
could be refunded might be so unfavorable that the government might 
decide to make repayment, not because of its balance of payments 
situation but because of the added interest burden involved in refund- 
ing. Thus, although the most realistic procedure seems to be to treat 
repayments by a country in this situation as compensatory, there is 
always the possibility that other considerations may outweigh the 
balance of payments aspect. The decision as to whether or not a par- 
ticular repayment is compensatory is probably, therefore, best made 
on an ad hoc basis. 

Another problem which arises in connection with the repayment of 
loans concerns the treatment of loans issued for a short period. 


() International Monetary Fund, Articles of Agreement (Washington), Article 
v 


76 Lord Keynes, “The International Monetary Fund,” Speech in the House of 


Lords, May 23, 1944. Reprinted in The New Economics, 8. E. Harris, ed. (New 
York, 1948), p. 372. 


77 See 1948-49 Yearbook, p. 23, n. 8. 
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Clearly, a loan issued and repaid during the same year can be omitted 
entirely without distorting the picture for the year as a whole. This 
means that, if the transactions are included, the issue of the loan and 
its repayment must be classified under the same heading. When the 
end of a year happens to fall between the issue of the loan and its re- 
payment, there is no reason for altering this procedure. Thus, if a 
short-term loan raised in one year is classified as compensatory, its 
repayment in the following year should also be classified as compen- 
satory. Otherwise, the deficit originally financed by the loan would 
be counted twice, once when it first occurred and again in the follow- 
ing year when the loan was repaid. A reasonable assumption is that, 
when a choice is being made as to the manner in which a deficit is to 
be financed, the monetary authorities take account of the fact that a 
short-term loan will have to be repaid in the following year. When a 
short-term loan is chosen rather than another means of financing, the 
presumption is that the monetary authorities expect the situation to 
be better in the following year. If their expectations are not realized 
and there is no surplus with which to make repayment, it is more rea- 
sonable to regard the repayment of the loan as the substitution of one 
form of financing for another than as the financing of a further deficit. 
This solution raises the problem as to where to draw the line between 
loans whose repayment is of this nature and those whose repayment 
presents a financing problem. The answer would seem to be in terms 
of the period over which the monetary authorities of the country con- 
cerned can be regarded as planning their international financing. 
When the authorities raise a loan and undertake to repay it in the 
same “planning period,” the transaction is best regarded not as bor- 
rowing which will impose a burden of repayment in the future but as 
an attempt to arrange liquidities over the entire period. What, then, 
should be regarded as the length of this “planning period”? The 
Manual defines short-term loans as those maturing on demand or 
within 12 months after the obligation was incurred. It would seem 
reasonable, however, to go beyond that point in this case and to treat 
medium-term loans of 2 or 3 years in a similar manner. It would be 
difficult to justify an extension to loans of longer periods but excep- 
tions might be made when the circumstances warrant it.’® 

The next category included in the description of compensatory offi- 
cial financing is that of long-term official loans extended or received 
for the purpose of balancing international transactions. A distinction 
is made between such loans and those intended to finance specific 


78 It will be noted that, for longer loans, the deficit is counted twice, once when 
the loan is raised and again when it is repaid. This is legitimate on the assump- 


tion that the repayment falls outside the “planning period” in which the debt was 
contracted. 
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projects. Loans of the latter type are treated as noncompensatory and 
are classified as special official financing. The reason for this distinc- 
tion is that project loans are regarded as being similar to the financing 
of development projects by private interests. They are treated as part 
of the normal phenomenon of the flow of investment money from capi- 
tal-abundant to capital-scarce countries. The development of the 
project rather than the development of balance of payments deficits 
governs disbursements under the loan. Such loans may even be ex- 
tended to a country which is experiencing a balance of payments sur- 
plus. It cannot be taken for granted, however, that “project” loans 
are necessarily noncompensatory. Even though the borrowing may be 
linked to a specific development project, the main concern of the 
government, when arranging the loan, may have been to fill a gap in 
the balance of payments. This possibility has become of increasing 
importance with the emergence of governmental borrowing on a large 
seale through such institutions as the Export-Import Bank and the 
International Bank for Reconstruction and Development.”® 

In discussing the significance of the concept of dollar shortage, R. F. 
Kahn has adopted a classification of loans somewhat different from 
that used by the Fund’s staff. He draws a distinction between “dis- 
tress” borrowing and “acceptable” borrowing. “Distress” borrowing 
is described as being “onerous and objectionable on account of the capi- 
tal charges involved, or of a threat to the country’s liquidity, or on 
political grounds, or because it is precarious.” ®° “Acceptable” bor- 
rowing is described as borrowing which is “normal in the sense that it 
can be expected to continue for a considerable time and that it is 
matched by investment in the borrowing country which, directly or 
indirectly, provides for interest payments”.*! This distinction is de- 
signed to go further than merely indicate whether or not a balance of 
payments deficit exists. It deals with the problem of whether or not 
the balance of payments is in long-term equilibrium. This is the rea- 
son for the emphasis on the continuing nature of the borrowing and 
on the extent to which the capital charges involved are onerous. A 
volume of borrowing which might be quite acceptable for a short period 
to finance urgently needed development projects might be quite un- 
acceptable for a longer period in view of the mounting capital charges 
it would involve. It is preferable, therefore, to postpone consideration 
of this suggestion of Kahn’s until a later chapter when the question 
of long-term equilibrium will be considered. 


79 Possible solutions of the problem are given below (pp. 164-65). 
80 R. F. Kahn, “The Dollar Shortage and Devaluation,” Economia Internazion- 
ale, lacs 1950), p. 90. 

81 [bi 
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The remaining category of compensatory official financing in the 
outline published by the Fund’s staff comprises official grants whose 
primary purpose is the balancing of international transactions. Here 
again the problem arises of distinguishing between compensatory and 
special official financing. Detailed consideration of the problem is pre- 
sented in a later section. 


Machlup’s Criticism of Compensatory Official Financing 
Machlup’s three concepts 


In a recent article,®? Fritz Machlup has argued that a good deal of 
confusion has arisen concerning the meaning of a deficit or a dis- 
equilibrium in the balance of payments because three fundamentally 
different concepts—the market balance, the program balance, and the 
accounting balance—have been called by the same name. Machlup 
defines a deficit in the market balance of payments as “an excess of 
[foreign exchange] effectively demanded at the given exchange rate by 
would-be purchasers (who are not restricted by specially adopted or 
discretionary government control measures) over the [foreign ex- 
change] supplied at that exchange rate by would-be sellers (who are 
not motivated by a desire to support the exchange rate).” ®* He defines 
a deficit in the program balance as “an excess of [foreign exchange] 
needed or desired for some specified purposes (assumed to be important 
with reference to some accepted standards) over the [foreign exchange] 
expected to become available from regular sources”; ** and a deficit 
in the accounting balance, as “an excess of [foreign exchange] entered 
on the debit side of certain accounts in the annual record of interna- 
tional transactions over the [foreign exchange] entered on the credit 
side of the same accounts, the accounts being selected from the full, 
necessarily balancing statement in order to throw light upon problems 
connected with market or program balances of payments.” ®° 

It will be seen that the first two of these concepts are ex ante and 
the last ex post. As pointed out above, our interest in the ex post 
concept arises from the light that it throws on the ex ante situation. 
Machlup’s chief criticism of the concept of compensatory official financ- 
ing appears to be that there are two distinct ex ante concepts and that 
compensatory official financing refers sometimes to one and sometimes 
to the other. As he expresses it, “the balance of payments pressures 


82 Fritz Machlup, “Three Concepts of the Balance of Payments and the So- 
Called Dollar Shortage,” Economic Journal, LX (March 1950), pp. 46-68. 

83 [bid., p. 47. 

84 [bid., p. 55. 

85 Ibid., p. 60. 
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which compensatory official financing is supposed to relieve are, in 
one place, taken to refer to the market balance and, in another place, 
to the program balance of payments.” ® 

The reason for this criticism is that Machlup attaches a number of 
unnecessary limitations to his concept of the market balance. In par- 
ticular, he is prepared to extend his definition to cover the effects of 
tariffs, quotas, and prohibitions of a protective nature, but he is not 
willing to extend it to cover the effects of controls introduced for 
balance of payments purposes. The program balance is introduced to 
deal with the situation where controls of this nature are employed, 
but it is further differentiated from the market balance by being defined 
in terms of “hopes and desires” rather than “effective demand.” This 
ignores the fact that once a government program is adopted and the 
necessary steps to implement it have been taken, the demand becomes 
effective and, consequently, part of the market. 

Machlup’s exclusion of exchange and trade controls from his defini- 
tion of the market balance seems to be due to a desire to measure 
something more than the actual gap between effective demand and 
market supply which has to be filled by official financing. He seems 
to be trying to define the market balance in such a way that the 
absence of a surplus or deficit will indicate that the balance of pay- 
ments is in equilibrium.*? No such claim has been made for the concept 
of compensatory official financing. All that is indicated by the absence 
of a surplus or deficit, in the sense in which the terms are used by the 
Fund’s staff, is that, given the actual conditions affecting the exchange 
market in the period under review, there has been no need for supple- 
mentary financing by the monetary authorities on either side of the 
market. 


Extension of market balance to cover discretionary controls 


As Machlup has explained, a given demand curve for foreign ex- 
change assumes a large number of “underlying conditions.” ** His 
refusal to extend his concept of the market balance to include the effect 
of discretionary controls arises from the fact that he is unwilling to 
subsume them in the “underlying conditions.” This attitude seems to 


86 Ibid., p. 65. 

87 Numerous statements can be quoted as evidence of this desire. See for ex- 
ample, ibid., p. 63, where he enumerates the different conditions in the foreign 
exchange market under which it is possible to have a “perfect accounting balance” 
without a “perfect market balance.” See also his criticism (ibid., p. 66) of the 
statement by the Fund’s staff that “a country exercising effective exchange control 
can cut down its outpayments to whatever it finds to be the level of its inter- 
national receipts” and “eliminate the deficit.” 

88 Jbid., p. 49: “A given demand curve for dollars assumes a large number of 
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be due, in part at least, to the unrealistic manner in which he ap- 
parently envisages such controls as operating. From his point of view 
there would appear to be no such thing as a given severity of exchange 
controls. He appears rather to assume that the actual severity differs 
from day to day or week to week as the available supply of foreign 
exchange increases or declines. If this were so, the international re- 
serves of the countries applying discretionary controls could be expected 
to vary little, if at all. The assumption that will be made here is that 
these controls can be administered at a certain level of severity over 
a period long enough to be taken into account as part of the underlying 
conditions. The fact that the reserves of countries which have applied 
discretionary controls have shown wide fluctuations would seem to 
provide justification for this assumption. If this assumption is accepted, 
there is no reason why the controls which Machlup describes as “dis- 
cretionary” should not be dealt with in the same way that Machlup 
suggests for “non-discretionary” measures; that is, by means of two 
demand curves, one including and the other excluding the effects of the 
controls. Instead of following Machlup and speaking of a market 
balance and a program balance, it is then possible to speak of a “real- 
ized market balance,” defined to include the effects of discretionary 
controls, and a “pure market balance,” defined to exclude such effects. 
No one will deny that the market balance in Machlup’s sense has 
considerable theoretical importance, but his contention that a market 
balance in which the demand curve includes the effects of exchange 
controls is meaningless is far from acceptable. For some problems it 
is not necessary to know the balance in Machlup’s sense, as for example 
in the case he cites of the possible effect of depreciation without a 
change in the controls.®* If the controls are to remain in effect, there 
is no need to know what the deficit would have been if they had not 
existed. Even if the intention is to vary the controls, without eliminat- 
ing them, it is just as convenient to start from the demand curve which 
includes the effects of the existing controls as from that which excludes 
them altogether. 

The various demand curves involved may be illustrated diagram- 
matically. In Chart 1 (in which the vertical axis refers to the exchange 


‘underlying’ conditions including the levels of income and buying power, the 
supply and demand conditions for all domestic and foreign products, and also the 
existence of governmental obstacles, incentives or prohibitions. Import tariffs, 
import quotas, import prohibitions, subsidies for home made substitutes of 
foreign products, excise taxes on goods containing imported materials, limitations 
on foreign travel and hundreds of similar governmental measures are among the 
factors Getermininn a country’s.effective demand for dollars.” 

89 Ibid., p. 49. Machlup’s discussion is framed in terms of “non-discretionary” 
controls but it is equally applicable to “discretionary” controls as long as there is 
no intention to change their severity. 
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rate, expressed in terms of the amount of domestic currency exchanged 
per unit of foreign currency, and the horizontal axis to the amount of 
foreign exchange), SS’ represents the market supply curve and DD’ the 
demand curve as it would have been if there had been no exchange 
controls. The effect of exchange control of a given severity on the 


Cuart 1. Effect of Exchange Control on Demand Curve for Foreign Exchange 
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demand curve may be either one of two types or a combination of 
the two. The exchange control may result in a demand curve which 
is more or less perpendicular over a certain range of exchange rates, 
and which coincides with DD’ above a certain level. This type is 
represented by the curve DAB. On the other hand, the effect of ex- 
change control may be to shift the curve to the left throughout its 
length, as in curve D,D’,. A combination of the two types is illustrated 
by the curve D,CB. 

As the exchange control becomes more severe, the line AB or the 
curve D,D’;, or both, move to the left. As the control becomes less 
severe, they move to the right. 

Assume that the problem under consideration is the effect of a change 
in the exchange rate from OE to OJ without a change in the severity 
of the exchange control. If the effect of the exchange control on the 
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demand curve is of the first type discussed above, the depreciation 
would result in the reduction of the deficit from FG to KM, whereas 
if it were of the second type the deficit would be reduced from FH to 
KL. If the exchange control were of a composite type, the deficit 
would be reduced from FG to KL. The effect of the depreciation on 
the deficit as defined by Machlup, from FI to KN, while of interest 
from the point of view of the effect of the elimination of exchange 
control, may be of only minor concern from the point of view of the 
immediate problem. To be sure, these deficits are of more relevance 
than the others in connection with the question of long-period equi- 
librium in the balance of payments. Even if they could be measured, 
however, other factors would have to be taken into consideration before 
it could be stated whether or not a position of equilibrium existed.°° 


Machlup’s rejection of the accounting balance 


A second criticism of Machlup’s is that the light thrown by the 
accounting balance “is more often deceptive then helpful, particularly 
in the analysis of the market balance of payments.” It is true, of 
course, that a great number of qualifications must be borne in mind 
when an accounting balance is being used in this way. The “underlying 
conditions” must be carefully examined, and allowance must be made 
for the effect of changes in any of them during the period under review. 
As shown above, Machlup has listed a number of these conditions, and 
our extension of the concept of the market to cover the effects of 
discretionary controls adds further to this list. An additional condition 
that should be mentioned is the state of expectations. When, for 
example, a change in the exchange rate is anticipated, the conditions 
are different from those that prevail when the expectation is that the 
rate will be maintained. As long as the changes that may have occurred 
in the underlying conditions during the period have not been pro- 
nounced, a reasonably satisfactory allowance for their effects should be 
possible when the surplus or deficit for the whole period is being in- 
terpreted. When the changes have been pronounced, however, it is 
desirable to subdivide the period and to measure the surpluses or 
deficits before and after the changes occurred.*? 

Machlup’s main reason for rejecting the accounting balance as an 
indication of the market balance of payments is that “even the most 
careful selection of items in an accounting statement cannot indicate 

90 This point is discussed below. 

91 [bid., p. 61. 

92 Because of the currency devaluations in September 1949, for example, the 


Fund has asked its members to submit estimates of international transactions in 
the last quarter of that year. 
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whether the particular transactions were ‘autonomous’ or ‘induced,’ 
which is the significant thing in market analysis.” He elaborates this 
argument as follows: 


In an analysis of the foreign-exchange market it is essential to distinguish, 
for example, between imports which give rise to additional demand for foreign 
exchange, and imports which are induced by additional supply of foreign 
exchange. The accounting balance of payments, regardless of the way the 
accounts are selected, cannot say anything about such problems. All imports 
are considered as representing a demand for foreign exchange.®? 


This argument is not so serious as it might seem. In the first place, 
our concern is only in measuring the surplus or deficit and not in 
obtaining separate totals of market demand and market supply. As 
long as the supply which gives rise to induced demand (and the demand 
that gives rise to induced supply) is not motivated by a desire to 
support the exchange rate, no problem arises. The totals of both market 
supply and market demand would have to be reduced by the same 
amount to obtain independent aggregates, but the balance would be 
unchanged. The real difficulty arises when government actions taken 
in the light of the over-all balance of payments position influence 
market supply and demand in a manner that is not offsetting. 

The various possibilities of this kind can be divided broadly into 
two classes—those which may be regarded as involving a change in the 
underlying conditions and those which may be regarded as instances 
of direct interdependence of supply and demand. These two classes 
overlap to some extent, but most cases fall without much difficulty 
into one class or the other. 

Machlup has referred to a number of cases that would fall into the 
first group. These involve action by the government to change the 
exchange rate, to adjust domestic income levels by means of fiscal and 
monetary policies, to adjust tariffs, subsidies and prohibitions, and 
to introduce discriminatory controls.°%* These actions clearly involve 
changes in the underlying conditions. In accordance with the suggestion 
made above, it is desirable that the period be subdivided when changes 
occur, if the changes are sufficiently pronounced. For example, if an 
increased supply of foreign exchange leads to a pronounced relaxation 
of exchange controls, a marked expansion of credit, or a significant 
appreciation in the exchange rate, it is desirable that the surplus or 
deficit be measured both before and after the change. Given the new 
supply and the new conditions, the new demand is “autonomous,” not 
“induced.” 


The second group comprises cases where official financing is related 


938 Tod. ks ‘- cit., p. 62, n. 
94 Tbid., 
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directly to a particular item or items of market demand or supply. 
Under these circumstances, a theoretically perfect solution to the 
problem is not possible. The best compromise seems to be to take ac- 
count of the interdependence of supply and demand only when the 
relationship is so direct that it would be clearly misleading to regard 
the financing as evidence of strength or weakness in the balance of 
payments. 


Interdependence as an ex ante phenomenon 


In elaborating his reasons for rejecting the accounting balance as an 
indication of the market balance, Machlup implies that the difficulty 
of distinguishing between autonomous and induced items arises solely 
from the fact that the transactions in the accounting balance are re- 
corded ex post instead of ex ante. 

The difficulty is, however, more deep-rooted and is due to the inter- 
dependence of the supply and demand in the foreign exchange market 
which arises from the fact that government actions affecting the 
balance of payments are normally taken in the light of the over-all 
balance of payments situation. The following hypothetical example 
shows that the difficulty applies to ex ante magnitudes as well as to 
ex post. Assume that the government has planned an investment 
project which requires imports, and that it anticipates a deficit in its 
balance of payments next year. If it continues with the project in spite 
of the anticipated deficit, the financing provided by the monetary 
authorities on the foreign exchange market is, to some degree, financing 
required so that the investment project may be undertaken, and is 
not just passive financing to keep the exchange rate constant. In this 
example, supply and demand have been deliberately defined as ex ante 
(expected) magnitudes, in order to illustrate the point that inter- 
dependence of supply and demand is not only an ex post phenomenon.* 


95 Another reason advanced by Machlup for rejecting the accounting balance as 
an indication of the market balance is that various timing problems are involved 
in the concept of a deficit in the accounting balance and that they “may make the 
accounting balance absolutely irrelevant for any market balance over the year.” 
(Ibid., p. 62.) To the extent that this objection concerns changes in the under- 
lying conditions, it has already been met by our suggestion that when such 
changes have been sufficiently pronounced during the period under review, it is 
desirable as far as possible to subdivide the period and estimate the balance 
separately for each subdivision. In this way it would be possible to indicate major 
changes in the foreign exchange market during the period. As a further illustra- 
tion of this type of problem, Machlup refers to the possibility of prepayments and 
postpayments for imports and exports leading to short-term capital movements 
which do not reflect balance of payments pressures in the foreign exchange mar- 
kets. This objection does not apply to the concept of compensatory official 
financing since private capital movements are included with merchandise trans- 
actions and similar items in the noncompensatory category. 
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This discussion suggests that, while the accounting balance may be 
seriously inadequate for some purposes, it does, when properly in- 
terpreted, throw considerable light on the market balance of payments. 
In the typical case today, when the country’s exchange rate has been 
stable and the other underlying conditions have been reasonably con- 
stant, the surplus or deficit may be taken as a reasonable indication 
of the gap between market demand and market supply under those 
conditions. Where the exchange rate has changed during the period 
or the other underlying conditions have changed substantially, the 
device of subdividing the period may be adopted. The difficulty caused 
by the interdependence of demand and supply remains, but, as pointed 
out above, the difficulty is not peculiar to the accounting balance. 
Moreover, by a careful ad hoc evaluation of the motives of the parties, 
a reasonable decision can usually be made. Finally, it should be em- 
phasized that the accounting balance, despite its defects, is the only 
available objective measure and that, if it is rejected, resort must be had 
entirely to mere qualitative statements. 


Machlup’s criticisms of judgment 


Machlup’s final criticism of the concept of compensatory official 
financing is that the Fund’s staff has shown poor judgment in its 
classification of certain transactions, principally loans and grants. In 


discussing market supply he makes a bald statement that “there is no 
reason why the market supply should not also include the foreign ex- 
change derived from official (governmental or institutional) loans for 
relief, rehabilitation, reconstruction and development.” °* There seem, 
however, to be a number of reasons why this should not be done. The 
motives on which loans of this kind are based are usually quite different 
from those influencing private capital movements. The government 
of the lending country is usually influenced by much broader considera- 
tions than the private lender. Also the degree of interdependence be- 
tween the supply and the associated demand is generally much greater 
than for private loans. A strong case can therefore be made for keeping 
all such loans outside of the market supply. 

The loans which Machlup has grouped together in a single category 
seem to fall into two distinct classes. Borrowing by countries suffering 
from the effects of a national calamity, such as a disastrous crop failure 
or devastation and disruption caused by war, differs considerably from 
borrowing by underdeveloped countries to finance specific development 
projects. Emergencies of the former kind generally, but not necessarily 
always, involve pressure on the balance of payments. Even though the 


96 Ibid., p. 50. 
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catastrophe may also involve a decline in the level of incomes, de- 
mand—generally in domestic currency—is actually greater than can 
be met from the current market supply of foreign exchange. To the 
extent that there are such pressures, the monetary authorities are 
faced with the immediate responsibility of meeting them out of their 
reserves or taking other action to cope with the situation. Because 
of the possibility of such emergencies arising, countries normally hold 
international reserves. Borrowing is undertaken only when reserves 
are inadequate to cope with the deficit. Under such circumstances, 
borrowing may reasonably be regarded just as compensatory as the 
use of reserves. The monetary authorities of the underdeveloped coun- 
tries, on the other hand, are not usually under such immediate pressure. 
In the typical case, no domestic capital is available to finance the 
project and, even apart from the foreign exchange aspect, the project 
would not have been undertaken if external finance had not been avail- 
able. Supply and demand then are directly interdependent and it 
seems desirable to set them off against each other. 


Anglo-American loan 


The Anglo-American loan may be taken as an example of a loan 
for the purpose of relief and rehabilitation which the Fund has classified 
as compensatory but which Machlup would apparently regard as part 


of market supply and therefore as noncompensatory. It is quite true 
that the loan can be treated as a genuine investment from both the 
British and the American point of view. The British were short of real 
resources and would have been willing to borrow to make up for this 
deficiency, even if there had been no monetary pressure on the balance 
of payments. The Americans were interested, in Keynes’ words, in 
“the future benefits which were expected as a result of financial aid 
to Britain.” To them the loan was an investment with the objective 
of “a strong Britain endowed with renewed strength.” ** From this 
point of view, there is a case for regarding the loan as similar to project 
loans to underdeveloped countries. It might be argued that, although 
the project is of a much broader nature than a particular steel mill or 
hydroelectric plant, it is nevertheless an investment which may be 
expected to yield a return for both parties. 

To take this view would seem to be missing the point of the distinc- 
tion between project loans and compensatory financing. As pointed out 
in the 1938-47 Yearbook, for project loans “the development of the 
project, rather than the development of balance of payments deficits, 


®7 Lord Keynes, “The Anglo-American Financial Arrangements,” Speech in the 
House of Lords, December 18, 1945. Reprinted in The New Economics, op. cit., 
p. 385 
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governs disbursements under the loan. A project loan may in fact be 
extended to a country that is enjoying a balance of payments sur- 
plus.” °® The Anglo-American loan, however, was to be drawn upon 
only as necessary to meet the current balance of payments situation. 
The loan was drawn upon much more quickly than had been antici- 
pated, not because the project was completed more quickly but because 
the balance of payments deficits were larger than expected. The heavy 
drawings during the brief period of convertibility were clear evidence 
of weakness in the British balance of payments. Under these circum- 
stances, classification of the loan as compensatory, rather than non- 
compensatory, seems more realistic. 


Classification of ERP and UNRRA aid 


Machlup also appears to have oversimplified the problem of ERP 
aid. He argues that ERP aid should not be classified as compensatory 
because it was “not the pressures in the foreign exchange markets but 
the potentials for improvement in the productive use of domestic re- 
sources” which were “fundamental guides in the allocation of loans 
and grants under the ERP program.” * It is quite true that the “pro- 
ject” element has always been important in the ERP program. It is 
also true that the supply and demand associated with the program 
are highly interdependent. In the absence of the program, the policies 
of the government would have had to be different. Under these cir- 
cumstances, two alternative courses are available. In the first place, 
the aid can be classified as compensatory and the government policies 
actually followed (the level of controls, fiscal-credit policy, invest- 
ment program, etc.) can be regarded as part of the underlying condi- 
tions. In interpreting the figures shown on this basis, it is necessary 
to bear in mind that these policies would have been different if the aid 
had not been received. The alternative is to regard the supply and 
demand associated with the program as being completely interdepen- 
dent and to classify the aid as noncompensatory. The demand sched- 
ule would then have to be envisaged as referring not to the total de- 
mand but to the demand other than that related to the ERP pro- 
gram. The underlying conditions would have to be envisaged not as 
the policies actually followed but as the policies which, in the absence 
of ERP aid, would have led to a demand for foreign exchange less 
than the existing demand by the amount of the aid. The effect of these 
alternatives may be illustrated by considering Europe’s balance of 
payments in 1949. Table 2, which summarizes a statement given in 


98 1938-47 Yearbook, p. 12. 
99 Machlup, op. cit., p. 65. 
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TABLE 2. Europe’s BALANCE OF PAYMENTS IN 1949 
ALTERNATIVE I: ERP AID CLASSIFIED AS COMPENSATORY FINANCING 1 


(In billions of US. dollars) 





Other Non- 
European 
Countries 





A. Goods and Services 


Exports (f.o.b.) 
Imports (f.0.b.) 


Trade balance 
Services 


B. Other Noncompensatory Transactions 
Private donations 


Private capital movements 
Special official financing 


C. Errors and Omissions 
D. Regional Deficit (—) (A through C) 


E. Compensatory Official Financing 


Multilateral settlements in U'S. dollars 2 
Offshore purchases 


Grants received (principally ERP).... 
Credits received (principally ERP).... 
Credits repaid 

Sterling balances 

US. dollar balances 

Gold transactions 


5.0 
ROMAN oer eh tect dccewunecewededeens 29 





1 Adapted from Table 1 in ra of Payments Yearbook 1948-49 (Inter- 
national Monetary Fund, 1950), p. 34. 

2Tf the currency approach nt rt in the following section were adopted 
here, the dollar deficit would appear as $5.0 billion and there would be a surplus 
in other currencies of $0.9 billion. 
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the 1948-49 Yearbook, shows the effect of the first alternative. This 
statement should be interpreted as indicating that, within the frame- 
work of the government policies and controls in force during 1949, 
Europe’s transactions with the rest of the world resulted in a deficit 
of $4.1 billion, financed primarily by ERP aid. Obviously, if there 
had been no ERP aid, government policies would have had to be differ- 
ent and the deficit would have been smaller. 

The second alternative presents an entirely different picture. If ERP 
aid were to be classified as noncompensatory, it would be reasonable to 
class other grants to European countries, such as civilian supplies for 
Germany, in the same category. Europe’s balance of payments in 1949 
would then appear as shown in Table 3. This statement should be in- 
terpreted as indicating that, given the existing amount of ERP aid and 
the accompanying demand for foreign exchange, the rest of Europe’s 
balance of payments showed a surplus of $0.7 biliion. This figure 
would be relevant to a consideration of the balance of payments prob- 
lem that would confront Europe in the event of a curtailment of ERP 
aid only if the assumption could be made that the reduction in aid 
would be offset for the most part by appropriate changes in government 
policies so that the rest of the balance of payments would remain 
comparatively unaffected. This is most likely to be the case if the aid 
should take the form of finance for long-range projects which would not 
be undertaken in the absence of ERP. On the other hand, it would 
be quite irrelevant if the aid should take the form of goods for which the 
demand would continue even if ERP aid were curtailed. In the latter 
case, the aid received would have to be added to the residual demand 
in estimating Europe’s balance. This is the result that is shown when 
ERP aid is classified as compensatory. Obviously, the true situation 
lies somewhere between these extremes. To some extent, the aid is 
of a project nature and it may be assumed that a reduction in aid 
would be offset by appropriate changes in government policies without 
involving a substantial change in the underlying conditions in the rest 
of the economy. On the other hand, a substantial proportion, at least 
for some countries, takes the form of goods for which the demand would 
continue even if ERP aid were curtailed. As long as the assumed un- 
derlying conditions are described fully, no error is involved in classify- 
ing ERP aid either way. The choice must depend on which set of as- 
sumptions is regarded as the more realistic. 

Machlup’s criticism would have been justified if he had merely 
claimed that the classification of ERP aid as compensatory tends to 
overstate the deficit that would in fact be realized if the aid were 
curtailed. However, to imply as he does that the whole program was 
noncompensatory is surely most unrealistic. The importance of balance 
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Tas.Le 3. Evurope’s BALANCE OF PAYMENTS IN 1949 


ALTERNATIVE II: ERP AID CLASSIFIED AS “PROJECT” FINANCING 


(In billions of U.S. dollars) 





Other Non- 
United European 
States Countries 





A. ERP and Other Aid Programs 
Imports (f.o.b.) 
Services 


Official donations 
Official credits 


B. Other Goods and Services 


Exports (f.o.b.) 
Imports (f.0.b.) 


Trade balance 
Services 


C. Other Noncompensatory Transactions 


Private donations 
Private capital movements 
Special official financing 


F. Compensatory Official Financing 


Multilateral settlements 1 : ‘11 
Other 
Credits repaid — 03 
Sterling balances —03 
_ US. dollar balances — 
Gold transactions —03 


0.2 


— 07 





1]f the currency approach recommended in the following section were adopted 
here, there would be a dollar deficit of $0.2 billion and a surplus in other currencies 


of $0.9 billion. 
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of payments considerations is well illustrated by the decision to dis- 
continue aid to the United Kingdom because of the spectacular recovery 
in British gold and dollar reserves. It is probably true in this case that 
effective demand has continued for the great bulk of the goods that 
were received under the program. It would seem, therefore, that for 
the United Kingdom at any rate, and probably also for most of the 
OEEC countries, it is more realistic to classify ERP aid as compen- 
satory than as noncompensatory. The Fund’s staff is subject to criti- 
cism only for not stating explicitly the assumptions on which the classi- 
fication was based. 

Machlup’s criticism of the Fund’s treatment of UNRRA grants is 
perhaps more justified. The claim that “UNRRA was all compensatory 
financing for the recipient countries”? is undoubtedly too sweeping. 
The reason given for this statement is that “it was directed to needy 
countries that could not make international payment for it out of their 
own resources.” Machlup is right in rejecting this argument. If com- 
pensatory official financing is to indicate whether or not there was 
pressure on the balance of payments, it is necessary to establish not 
only that need existed in the recipient country but also that it is 
not unrealistic to assume that there would have been local currency 
demand for the goods if the aid had not been received. A decision on 
this point would need to be based on an examination of the market 
conditions in the countries concerned. If it were found that the pro- 
gram played a significant part in relieving balance of payments 
pressures in a particular country, the Fund’s procedure would appear 
to have been justified. If, on the other hand, it were found that the 
program merely made possible the import of goods for which there 
would have been no local currency demand in the absence of the 
program, it would probably have been more realistic to have treated 
the program as “project” financing. Whatever the decision, it is 
essential that a clear statement be given of the underlying conditions 
that are implied in the classification adopted. 


Reconsideration of Compensatory Official Financing 


In the following discussion, the assumption will be made that the 
purpose of the concept of compensatory official financing is to cast light 
on the strength of a country’s exchange position within the framework 
of certain “given” conditions (including controls and other government 
policies). The problem of “induced” demand and supply will be met 
as far as possible by regarding such changes in the supply and demand 
schedules as being due to changes in the underlying conditions rather 


100 1938-47 Yearbook, p. 11. 
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than to direct interdependence of a particular item of supply and a 
particular item of demand. When, for example, controls are relaxed 
in response to increased supply, this change will be regarded as a 
change in the underlying conditions. Under these new conditions, sup- 
ply and demand may be regarded as independent. Similarly, if the 
initiation of ERP aid leads to the adoption of a fiscal-credit policy 
that differs from that which was previously followed, a change in the 
underlying conditions has occurred. 

The problem of “induced” demand will be regarded as one of inter- 
dependence only when the relationship is so direct that the underlying 
conditions can be regarded as being unchanged. Even with this limita- 
tion, it will be necessary to take account of interdependence in some 
cases where it has been ignored by the Fund. 


Fund’s recognition of interdependence 


In at least one case, the Fund has taken account of the interde- 
pendence of supply and demand and classified an item that would 
otherwise have been compensatory as special official financing. This 
is the series of extraordinary transactions between the United Kingdom 
and the dominions of India and Pakistan following the granting of 
independence to those countries. These transactions, involving the pur- 
chase by India and Pakistan of annuities to cover their liabilities for 
pensions to former employees of the Indian Civil Service and the pur- 
chase by India of defense stores and installations taken over from the 
British, were financed by a reduction in blocked sterling balances that 
would not have been available for other purposes for many years. In 
these circumstances it would have been extremely misleading to treat 
the reduction in these sterling balances as evidence of balance of pay- 
ments pressure. The two sides of these transactions were, therefore, 
set off against each other and shown in a separate group, thus cancelling 
each other out without effect on the deficit or on compensatory official 
financing.? 


Fund’s failure to recognize interdependence 


In other similar cases of direct interdependence, however, this pre- 
cedent was not followed. One of these is the case of gold subscriptions 
to the Fund. A reasonable assumption is that the monetary authorities 
of the different countries, when deciding whether or not to join the 
Fund, weighed the fact that part of the subscription was payable in 
gold against the fact that the payment of the gold subscription carried 
with it the right to use the Fund’s resources should the need arise. This 


101 1948-49 Yearbook, p. 382. 








164 INTERNATIONAL MONETARY FUND STAFF PAPERS 


right is not automatic, it is true, but there is a reasonable presumption 
that a country joining the Fund will abide by the provisions of the 
Agreement and that it will therefore have this right when the current 
balance of payments situation requires the provision of compensatory 
financing. Under these circumstances, it is rather misleading to suggest 
that the payment of the subscription has imposed pressure on the 
country’s balance of payments. It would be more reasonable to treat 
the transaction as being similar to a switch in the form of the country’s 
reserves. An objection that may be raised to this suggestion is that 
there is no direct connection between the rights acquired in this way 
and the amount of the gold subscription. Under certain circumstances, 
a country may use the Fund’s resources to an extent far beyond its 
gold subscription. In this connection, reference has already been made 
to Keynes’ description of the Fund as being, in effect, a great addition 
to the world’s stock of monetary reserves. It is true that a transaction 
which improves a country’s reserve position is not the same as a switch 
in its reserves, but it is unquestionably preferable to treat it as such 
rather than to treat it as involving a worsening in the reserve position. 

Another instance in which the precedent of the extraordinary trans- 
actions with India and Pakistan might have been followed is that of 
gifts by Australia and New Zealand to the United Kingdom in 1947. 
These gifts took the form of partial cancellation of accumulated war 
balances and represented voluntary contributions toward the settlement 
of a long-term postwar problem of the United Kingdom. The Fund’s 
staff rightly decided to classify the gifts as special rather than com- 
pensatory financing since they were not related to the balance of pay- 
ments situation in the year in which they were made. The corres- 
ponding movements in sterling balances, however, were allowed to 
remain in the compensatory category.’°? This implies that the reduction 
in sterling balances as a consequence of these gifts was evidence of 
pressure on the balance of payments. This seems to be a misleading 
implication. It would have been more realistic to have cancelled the 
gifts against the corresponding movement in sterling balances. 


Degree of interdependence versus “project” concept 


For official loans, the degree of direct interdependence would seem 
to be a better basis for the distinction between special and compen- 
satory financing than whether the loan is for a specific project. Al- 
though the question of interdependence is not referred to in the 
discussion in the 1938-47 Yearbook, it seems to be partly responsible 
for the attitude taken by the Fund’s staff toward project loans. The 
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reference to the fact that “the funds are made available as equipment 
for the project is purchased or delivered” may be regarded as a recog- 
nition of the interdependence of the loan and the demand for the 
equipment on which it is spent. To a large extent, the belief that the 
demand would not have existed if it had not been for the supply is 
responsible for the feeling that it would be misleading to regard the 
supply as compensatory. In the case described above as typical, i.e., 
when there is no domestic capital available for the purpose and the 
project would not have been undertaken if external finance had not 
been obtained, supply and demand are completely interdependent. 
There are numerous cases, however, when these conditions are not 
fulfilled, and the arguments for treating the loan as noncompensatory 
are far less convincing. When, for example, the government is merely 
acting as an intermediary in importing capital equipment under a 
project loan and the purchasers are required to make immediate cash 
payment, there is clear evidence that the demand would have existed 
even if the loan had not been received. This may be taken as an 
indication that the loan is compensatory. On the other hand, if the 
government resells the equipment on terms similar to those on which 
it borrows, or if it merely guarantees an obligation on the part of the 
private purchaser, there is a presumption that the loan is noncompen- 
satory, provided that the terms are at least as favorable as those which 
could have been obtained on the local investment market. If the 
government requires the equipment itself, another test must be found 
since the government can always obtain the financing domestically, by 
credit expansion, if it is not available otherwise. The matter can be 
decided only on the basis of priorities. If in the government’s import 
program the project in question has a higher priority than other imports 
which are being admitted, the loan may be assumed to be compen- 
satory. On the other hand, if the project is known to be marginal and 
contingent on the availability of external finance, the loan should be 
classified as noncompensatory. 


Symmetry versus asymmetry 


Another aspect of the Fund’s classification of loans which requires 
re-examination in the light of the above discussion is the treatment of 
a loan raised for compensatory purposes by the government of one 
country in the private market of another country. The case described 
in the 1938-47 Yearbook was that of a loan obtained by the Nether- 
lands Government in 1946 from commercial banks in the United States. 
The solution adopted was to enter the transaction as compensatory 
official financing in the Dutch balance of payments but as a private 











166 INTERNATIONAL MONETARY FUND STAFF PAPERS 


capital movement in the U.S. balance of payments.’ This is a case, 
however, in which it is misleading to ignore the interdependence of 
supply and demand. If it could be assumed that the US. private 
capital market would have lent this amount abroad even if it had 
not been required by the Dutch Government, it would be quite reason- 
able to treat it as part of U.S. market demand for foreign exchange. 
Under the circumstances, however, it is probably correct to say that 
this amount would not have been lent at all if it had not been required 
to finance a Dutch deficit. The transaction is, therefore, similar to the 
equilibrating short-term capital movements of the classical theory, 
which, it has been argued above, are equivalent to compensatory official 
financing. In the same way, it may be argued that the fact that the 
private capital movement occurred in response to a deficit in the Dutch 
balance of payments is evidence of strength in the U.S. balance of pay- 
ments. If the only two countries in the world were the Netherlands 
and the United States, this argument would be difficult to refute. But 
in the actual world, it is possible to reply that the transaction is evi- 
dence of strength in the balance of payments of the rest of the world 
(including the United States) with the Netherlands, but not necessarily 
of strength in the U.S. balance of payments. In the case at issue, how- 
ever, the fact remains that the Dutch deficit was with the dollar area, 
particularly the United States. In these circumstances, the grounds 
for treating the transaction as compensatory in the U.S. balance of 
payments are quite strong. 

The same principle of the degree of interdependence should be 
adopted in classifying official grants. If it is believed that, given the 
general policies of the government actually in force, the demand for the 
goods received would continue if the aid were discontinued, the aid 
should be classified as compensatory. If, on the other hand, the demand 
for the goods received can be regarded as directly dependent on the 
receipt of the grant and if it can be assumed that the discontinuance 
of the aid would leave the demand in the rest of the balance of pay- 
ments unchanged, the aid should be classified as noncompensatory. 
In intermediate cases it is generally impractical to attempt a sub- 
division and the only practical course is to classify the entire program 
in the way that seems most reasonable for the bulk of it. At any rate, 
the underlying conditions implied in the classification adopted should 
be stated clearly. 

At the beginning of this section, a brief reference was made to the 
question of equilibrium in the balance of payments. While the subse- 
quent discussion has been highly relevant to this question, it has been 
concerned solely with short-run considerations. No judgment is possible 
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as to whether or not the balance of payments of a particular country 
is in equilibrium until attention has been paid to the long-run elements 
in the situation. Before attention is given to this question, however, 
it is necessary to consider certain problems of regional classification 
since these are also relevant to the issue. 


V. Prosuems or RecionaL CLassiFIcATION 


One of the new features incorporated in the revised version of the 
Fund’s Balance of Payments Manual was an appendix on the me- 
thodological problems involved in a regional classification of the bal- 
ance of payments with detailed instructions for the preparation of such 
a classification. Before adopting a classification of this kind, it is 
necessary to decide whether to base it on a geographic or a currency 
criterion. Each of these possibilities is subject to a number of different 
interpretations,1 but for the purpose at this stage of the discussion, 
the question may be posed as a simple choice between two broad alter- 
natives. 


Geographic versus Currency Classification 


Social accounting aspect 


In the section dealing with the relationship of the balance of pay- 
ments to social accounting, considerable emphasis has been placed on 
defining the category of goods and services on a strictly territorial 
basis. The suggestion was made that exports of goods and services 
should be confined to goods sold and services rendered to foreigners out 
of the gross national turnover of the country concerned, and that im- 
ports should be confined to goods sold and services rendered to the 
country’s residents out of the gross national turnover of foreign coun- 
tries. The logical extension of this principle is to subdivide exports and 
imports on a similar territorial basis. Exports would then be allocated 
to the countries or regions into whose gross national turnover they 
went, and imports to the countries or regions from whose gross national 
turnover they came. 

A classification of this kind would facilitate the study of the rela- 
tionship between the economy of the country concerned and the econ- 
omies of the various foreign countries or areas with which it exchanges 


104 A geographic classification, for example, may be based either on the resi- 
dence of the foreign participant in the transaction or, in the case of goods and 
services, on the territory in which the production occurred. Similarly, a currency 
classification may be based on the currency in which the invoice is expressed, the 
currency in which payment is made, or even the currency in which the ultimate 
balance with the country concerned is settled. 
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goods and services. If a uniform classification were used by a large 
group of countries with multilateral trading relations, a matrix of 
transactions in goods and services could be constructed, and when 
groups of countries form important economic units their balance of 
payments statements could be consolidated. In this way the balance 
of payments, when classified on a geographic basis, becomes the con- 
necting link between the social accounting systems of the various 
countries. 


Financing aspect 


When attention is focused on financing problems rather than on 
social accounting relationships, the currency classification assumes 
greater significance. Under present conditions of inconvertible cur- 
rencies and of exchange arrangements which discriminate between 
“hard” and “soft” currencies, it is necessary to know the strength or 
weakness of a country’s balance of payments in relation to each of the 
currencies in which its transactions are financed. Even under condi- 
tions of complete inter-convertibility of currencies, a currency classi- 
fication would contribute to an understanding of the network of inter- 
national payments. 

In view of the advantages of each type of classification, it might 
appear at first sight that the geographic classification is to be preferred 
when attention is being focused on social accounting relationships and 
that the currency classification is preferable for the study of financing 
problems. The fact is, however, that the two types of study cannot 
be separated in that way. For example, when a country’s financing 
problems in respect of particular currencies are being studied, it is nec- 
essary to have not only a currency classification of its balance of pay- 
ments but also a geographic classification to throw light on the under- 
lying economic relations with particular countries or areas which have 
contributed to the development of the financing problems. A pure 
geographic classification would be unsatisfactory for analyzing financ- 
ing problems unless all transactions were carried out in the currency of 
either of the partner countries concerned. A pure currency classifi- 
cation would likewise be unsatisfactory for determining the underlying 
causes of a surplus or deficit in a particular currency unless that cur- 
rency was used for all transactions with a particular country or group 
of countries and not for any transactions with other countries. Even 
when the latter condition is fulfilled, a currency classification becomes 
of progressively less value, the larger the area with which a particular 
currency is used. The ideal solution would be a balance of payments 
cross-classified by both countries and currencies, but such a classifica- 
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tion would be too complicated to be statistically feasible on a uniform 
basis. 

The gap between the pure geographic and the pure currency classi- 
fications can be bridged, to a large extent, by introducing an item for 
multilateral settlements, that is settlements of transactions between two 
countries in the currency of a third. For a geographic classification, 
the multilateral settlement item would show the necessary adjustment 
to convert the regional totals to a currency basis. For a currency 
classification, the multilateral settlement item would show the neces- 
sary adjustment to convert the currency figures to a geographic basis. 


The Fund’s regional schedule 


Faced with the necessity of choosing between a standard form based 
primarily on a geographic classification and one based primarily on a 
currency classification, the Fund’s staff chose a classification of the 
former type for a number of reasons. Trade statistics and certain other 
basic data are classified by countries rather than by currencies, except 
when they are based on exchange control records, in which case they 
could be tabulated on either basis. Even when trade statistics are 
available on a currency basis, they are less useful for the purpose of 
analysis and for the determination of economic policy than figures on 
a geographic basis. The foregoing discussion of the social accounting 
and financing aspects of the balance of payments suggests that it 
would be more logical to classify transactions in goods and services and 
other noncompensatory transactions on a geographic basis, and to 
use the multilateral settlements item to bring the regional totals to a 
currency basis, than to classify the noncompensatory items on a cur- 
rency basis and convert the totals to a geographic basis. A currency 
classification, moreover, is of little value for the analysis of the balance 
of payments of countries settling virtually all international transac- 
tions in their own currency or in a single foreign currency, such as US. 
dollars. Moreover, at a time when payments agreements and similar 
arrangements are the subject of almost continuous negotiation, the 
currency pattern is probably subject to greater variation than the geo- 
graphic pattern. 


The Manual’s uniform geographic classification 


In adopting a uniform geographic classification as a basis for sub- 
division, the Fund’s staff, nevertheless, paid particular attention to the 
existing payment pattern. In one case, that of the sterling area, a 
currency grouping has been adopted directly as one of the regional 
subdivisions. Although the sterling area cuts right across the normal 











170 INTERNATIONAL MONETARY FUND STAFF PAPERS 

geographic groupings, there can be little objection to this decision. It 
has been estimated that almost 40 per cent of the world’s merchandise 
trade is conducted in terms of sterling, and that the percentage is even 
higher for service transactions.‘° The bulk of these transactions take 
place either within the sterling area or between sterling area countries 
and other countries with which the United Kingdom has payments 
agreements on behalf of the sterling area. The fact that the sterling 
area has a legally precise form and is not subject to varying interpreta- 
tions also facilitates its use in a uniform classification.1% In this re- 
spect, the sterling area may be contrasted with the “dollar area” which 
varies from country to country and from time to time, depending on 
the payments arrangements in force at the time. For this reason the 
Fund’s staff contented itself with taking the United States (including its 
dependencies), Canada, and Latin America as separate groups, in- 
stead of trying to define a “dollar area” which would be a reasonable 
approximation to the actual area with which different countries con- 
duct their transactions in dollars. While this grouping does not permit 
a precise separation of the dollar area for any country, it gives a satis- 
factory picture of the dollar problem for all countries. 

No further allowance is made in the Manual’s classification for cur- 
rency relationships; the remaining categories are of a purely geographic 
character. In some respects this is unfortunate. The dependencies of 
the European countries are shown in the appropriate geographic sub- 
divisions in spite of the fact that they form part of the currency areas 
of their mother countries. In the case of the OEEC countries, separate 
figures are obtainable for the metropolitan areas but not for the depen- 
dent overseas territories which also participate in the ERP program. 
Again, for Latin America it can be argued that the Latin American Re- 
publics comprise a more homogeneous region, from an economic point 
of view, than does the geographic region which includes the Western 
Hemisphere dependencies of France and the Netherlands. In view of 
the fact that a number of the Latin American Republics themselves 
have payments agreements with various countries, even this group is 
far from being a homogeneous unit from a currency point of view. 
Furthermore, individual “hard” currency countries scattered elsewhere 
in the world are included in regional groups in which “soft” currency 
countries predominate. In spite of these deficiencies, however, the 
Fund’s classification is probably the most satisfactory possible without 
a considerable expansion in the number of subdivisions. 


105 See “Sterling and European Payments,” The Economist, March 18, 1950, 
p. 607. 
106 It is true that the composition of the sterling area has varied from time to 


time, but with the exception of the withdrawal of Egypt, the variations have been 
minor. 




















THE BALANCE OF PAYMENTS 171 


The Social Accounting Aspect 
Origin-destination versus purchase-sale 


In classifying transactions geographically, the general principle fol- 
lowed in the Manual is that they should be allocated in accordance 
with the residence of the foreign participant, i.e., the transferor or 
transferee. For merchandise, this involves the classification of trans- 
actions on a purchase-sale basis rather than on the basis of origin and 
destination. It is recognized, however, that the origin-destination basis 
is more significant from the point of view of “real” flows, and therefore 
provision is made for recording merchandise transactions on an ori- 
gin-destination basis and then converting them to a purchase-sale basis 
by means of a “purchase-sale adjustment.” For service transactions, 
it is implicitly assumed that the two bases coincide. This may be in- 
ferred from the explicit assumption that when goods are sold on a c.i.f. 
basis the exporter acts merely as an agent for the importer in arrang- 
ing transportation and insurance on the goods. These assumptions do 
not fit the facts very well, especially when goods are exported on con- 
signment. When the Manual’s procedure is adopted and goods sold on 
a c.i.f. basis are carried in another country’s ship, an adjustment must 
be made for a fictitious “multilateral settlement” unless the two trans- 


actions (the c.if. payment and the payment for freight) are carried 
out in the same currency. 


Entrepét trade 


One of the reasons given in the Manual for entering entrepdt trade 
on a gross basis is that this is necessary to permit the classification of 
the transactions by countries. While it is true that gross data on a pur- 
chase-sale basis are necessary to make a regional classification balance, 
this does not prevent the adoption of an alternative classification of the 
merchandise items in which entrepdt trade is shown on a net basis. In 
fact, if a genuine origin-destination classification is to be given for 
merchandise transactions, entrepot trade must be entered on a net 
basis. The problem may be illustrated by a simple example. Suppose 
a resident of country A purchases goods from country B for 100, pays 
freight of 10 to a resident of country C and sells the goods in country D 
for 120. Let us assume that A’s currency is used for the first two trans- 
actions and D’s for the last. The way in which the transactions would 
be entered in the balance of payments of each of the countries in ac- 
cordance with the instructions in the Manual is shown in Table 4. It 
will be seen that the origin-destination classification of the transac- 
tions in A’s balance of payments is necessarily inconsistent with that 
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TABLE 4. CLASSIFICATION OF ENTREPOT TRADE ON A Gross Basis 


BALANCE OF PAYMENTS OF COUNTRY A 








General trade! (origin-destina- 
tion) 


100 





BALANCE OF PAYMENTS OF COUNTRY 








Exports (origin-destination) ... 
Purchase-sale adjustment 
Official short-term assets 











Transportation — 
Multilateral settlement 10 — 
Official short-term assets _— — 





BALANCE OF PAYMENTS OF COUNTRY 





eS 





Imports (origin-destination) .... 

Purchase-sale adjustment _- 
Transportation 10 
Multilateral settlement — —10 

120 — 120 





1In accordance with the Balance of Payments Manual (International Monetary 
Fund, 2nd ed., January 1950) these transactions would be classified under 
“general trade” if the goods were brought to country A before being taken to 
country D. If they were taken directly to D, the transactions would be shown 
under “merchandise transactions abroad.” 


in the statements for the other countries. Country A shows an import 
originating in country B and an export destined for country D, but 
there are no corresponding entries in the statements of these countries. 
The necessity for introducing a fictitious multilateral settlement is also 
apparent. 

The difficulty can readily be overcome by converting all the entries 
for goods and services to a gross purchase-sale basis by means of the 
purchase-sale adjustment. In A’s balance of payments the merchant- 
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TaBLe 5. CLASSIFICATION OF ENTREPOT TRADE ON A NET Basis 


BALANCE OF PAYMENTS OF COUNTRY A 








Entrep6t services 0 

Purchase-sale adjustment 110 

Official short-term assets — 
110 











Exports (origin-destination) — 100 
Purchase-sale adjustment — ~—100 
Official short-term assets _- — 





BALANCE OF PAYMENTS OF COUNTRY C 








Transportation 10 


Purchase-sale adjustment pon —10 


Official short-term assets 





BALANCE OF PAYMENTS OF COUNTRY D 








Imports (origin-destination) .... — 
Transportation 

Entrep6t services 

Purchase-sale adjustment 

Official short-term liabilities 





ing profit would be allocated to D, since it may reasonably be regarded 
as a service to the ultimate consumer. The purchase-sale adjustment 
would then indicate the payments to B and C and the amount to be 
added to obtain the gross receipts from D. Country B’s statement 
would remain unchanged, and C’s would simply show a purchase-sale 
adjustment in place of the fictitious multilateral settlement. Country D 
would show the f.o.b. value of the goods as a transaction with B, and 
the merchanting profit as a transaction with A.1° The entries would 
then appear as shown in Table 5. This method makes possible sym- 


107 Jt is highly unlikely that the f.o.b. value in country B and A’s merchanting 
profit would be known separately in D. In this case, it would probably be neces- 
sary to show the purchase price less the freight as the f.o.b. value and to ignore 
the entry for entrep6t services. 
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metrical treatment in each country and gives a more realistic picture 
of the actual flows of goods and services between the different econo- 
mies. In spite of the net entry for entrepdt trade, the purchase-sale 
adjustment converts the totals for goods and services to a gross basis. 
The fictitious multilateral settlement is also eliminated. 

The perfect symmetry of the above picture holds only as long as 
the goods are bought and sold in the same period. As pointed out above 
(section III), difficulties arise when there is a change in merchanting 
stocks. These changes should logically be regarded as changes in 
foreign investment. This would give rise to a lack of symmetry since 
there would be no other country which would regard the stocks as 
its liability. There would be no asymmetry if the entrepét country 
treated the changes in stocks as domestic investment and if the ex- 
porting country showed the entrepét country, rather than the ultimate 
consumer, as the destination of the goods. It is most unlikely, however, 
that the asymmetry could in fact be avoided in this way. In any event, 


the asymmetry should be confined to the cases of movement in entre- 
pot stocks. 


Limit to origin-destination classification 


If this procedure is adopted, the question then remains of how far 
to go in allocating imports and exports on an origin-destination basis. 
If attention were being paid solely to the social accounting aspect, it 
might be argued that the goal should be to allocate all purchases of 
goods and services to the country in which the production (or negative 
consumption or disinvestment) actually occurred and all sales to the 
country by whose residents the goods are ultimately consumed or in- 
vested. This would involve eliminating from exports the value of im- 
ported materials incorporated in them, and from imports that portion 
which is to be incorporated in exports. Exports not wholly consumed 
(or invested) in the country of destination would have to be allocated 
to the various countries in which their consumption (or investment) 
ultimately occurs; and imports not wholly produced in the country of 
origin would have to be allocated to the various countries which have 
contributed to their production. While theoretically conceivable, this 
' solution would involve insuperable statistical difficulties. Moreover, it 
is unrealistic since it would involve the elimination of an essential 
part of the pattern of the movement of goods and services. 

A more realistic procedure would be to include in the gross national 
turnover all imports that play a significant role in the country’s 
economy even though they may ultimately be consumed (or invested) 
elsewhere. Only when the transformation of imported merchandise 


ean en we ee ee = 85 —lUM™|]UCOCOS 


ese a ee 





THE BALANCE OF PAYMENTS 175 


is relatively minor would it be reasonable to exclude it from the gross 
national turnover and confine the entry in the goods and services 
account to the net value added. For example, if Ceylon tea were im- 
ported into the United Kingdom in bulk and then packaged and re- 
exported, the entry under goods and services in the British balance of 
payments could be confined to the value added in packaging together 
with the profit on the transaction. In practice even this solution might 
involve statistical difficuities. Even though the value added may be 
minor, the process may involve the combination of goods from different 
sources. The British merchant may import tea from China and India 
as well as from Ceylon and blend it before re-exporting it. Similarly, 
when unrefined metals are imported from a number of different coun- 
tries and re-exported after refinement, it would probably be impossible 
to say from which country a particular re-export shipment came. There 
is little prospect, therefore, of going beyond the point where the goods 
are re-exported in substantially the same form as that in which they 
are imported. 

From the foregoing discussion, a series of rules for the classification 
of goods and services transactions may be suggested. As long as atten- 
tion is focused on “real” flows, the allocation of these transactions on 
an origin-destination basis is desirable. But when attention is focused 
on money flows, the purchase-sale basis becomes more relevant. This 
situation may be met by recording the individual items according to 
origin and destination and by converting the regional totals for goods 
and services to a purchase-sale basis by means of the purchase-sale 
adjustment described above. In following this rule, “origin” should 
be interpreted as the country from whose gross national turnover the 
item has come, and “destination” as the country into whose gross 
national turnover the item has gone. The imports included in the gross 
national turnover should refer only to those entering the domestic 
economy and should exclude goods re-exported in substantially the 
same form as that in which they are imported. 


Factor income 


For the most part, no difficult questions of principle are involved in 
classifying investment income and other factor income on a regional 
basis. Income receivable should be allocated to the country in which 
the income is earned, and income payable to the country to whose 
residents the income accrues. When one of the parties to the transaction 
does not fit these categories, he may be regarded as the agent of a 
principal in the country concerned. 

The only instance in which a problem is involved is when a branch 
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or subsidiary itself has branches or subsidiaries, or holds investments 
in other branches or subsidiaries of the foreign parent, or when the 
parent company itself is controlled by residents of another country. 
The question then arises whether the earnings of a subsidiary should 
be allocated to the country of which the subsidiary is a resident or to 
the country of the ultimate parent. The Manual’s answer to this ques- 
tion is that it depends on whether the office in the intermediate country 
has significant functions in its own right.1°* If this condition is fulfilled, 
the Manual provides that allocation should be made to the country 
to which payment is made or from which payment is received. If not, 
the office may be regarded as an agency and the transaction may be 
attributed to the principal for which it is acting. While this rule is 
satisfactory for the majority of cases, it is not always so. If, for in- 
stance, the profits of one subsidiary are reinvested in another subsidiary 
which operates independently, the first subsidiary may have significant 
functions in its own right but it may not play a significant part in 
the particular transaction under review. It should then be treated as 
an agent for the purpose of that transaction. 


The Financing Aspect 


As pointed out above, social accounting is at present concerned 
primarily with transactions in goods and services. Interest in capital 
movements and donations is therefore confined mainly to the financing 
aspect. For this reason, long-term capital movements and donations 
are allocated in the Manual on a transferor-transferee basis. Thus 
the transfer of a U.S. long-term security from a British resident to a 
Canadian resident is classified in the British balance of payments as 
a transaction with Canada, not with the United States. If the capital 
account had been approached from the point of view of the effect of 
capital transactions on the country’s geographic creditor-debtor posi- 
tion, the transaction would have been allocated to the United States 
column.’ 

Short-term capital movements have been treated differently partly 
on account of statistical necessity but also because they are a clue to 
the currency problem. In this case, transactions are recorded on a 
creditor-debtor basis, all transactions in US. dollars, for example, being 
allocated to the U.S. column. The extent to which this classification 
differs from that on a transferor-transferee basis is then indicated in 


108 The Manual, p. 75. 


109 It would, of course, have been necessary under these circumstances to pro- 


vide for an adjustment item to show that the transaction was in fact with a 
Canadian resident. 
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the multilateral settlement item. It should be pointed out that, when 
multilateral settlements are defined in this way, they cover only the 
transfer of existing assets or liabilities to a third party and not trans- 
actions in which one of the parties incurs a liability in the currency 
of a third country. In the latter case, no multilateral settlement occurs 
until the liability is discharged in that currency. While it might be 
argued that the negotiation of a credit expressed in terms of U:S. dollars 
is evidence of a dollar problem even though the other party may not be 
a resident of the United States, there is a strong case for regarding such 
a transaction as involving pressure in the market for U.S. dollars only 
when payment is actually made in that currency. If the second view is 
taken, multilateral settlements, as defined in the Manual, are the bridge 
between the regional deficit and the currency deficit. 


Convertible currencies 


The question must now be decided whether it is preferable to analyze 
compensatory official financing on a currency or on a regional basis. 
The problem may be illustrated by an example in which it is assumed 
that country A has regional deficits of 50 with country B and 50 with 
country C and that both are settled in B’s currency. Assume, first, 
that all currencies are convertible and that the particular currency in 
which settlement is made is a matter of indifference. Then currency 
deficits are not particularly significant, and if compensatory official 
financing is to be subdivided at all it might as well be done on a 
regional basis. The statements for the countries concerned would then 
be presented as shown in Table 6. 


Currencies of varying “hardness” 


As soon as the currency in which settlement is made ceases to be a 
matter of indifference for either party, the currency aspect comes to 
the fore. In examining the analysis of compensatory official financing 
under these circumstances, the treatment of a shift in the location 
of a country’s reserves from one financial center to another will be 
considered first.1%° The fact that a shift occurs may in itself be taken 
as evidence that the currency in which reserves are held is no longer 
a matter of indifference. This in turn suggests that compensatory 
official financing should be considered from the currency rather than 
the regional aspect. It was suggested in section IV that the effect of 
the transfer on each of the countries concerned could be most clearly 


110 This should be distinguished from the use of reserves held in one country for 
settlement of transactions with another country. The latter will be taken up 
separately below. 
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shown by treating both the multilateral settlement and the movement 
in reserves as noncompensatory. The effect of this suggestion is illus- 
trated in Table 7, in which the assumption is made that the only 
transaction affecting the international reserves of countries A, B, and C 
is that A shifts reserves of 100 from B to C. This form of presentation 
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Taste 6. CoMPENSATORY OFFICIAL FINANCING: REGIONAL ASPECT 1 


A’S BALANCE OF PAYMENTS 


























B c Total 
Regional Deficit (—)....ccssccsccsccccocsseces —50 —50 —100 
Compensatory Official Financing 
Multilateral settlement .............eeeeeeee —50 50 — 
MRESOEU CR o2a.5cisic sic g Saveicioioinies esi ssiosle eset 100 — 100 
OPA ro. cbre ae nionised aeeie seme asaeses 50 50 100 
B’S BALANCE OF PAYMENTS 
A c Total 
RRemionaliSurplus: .ccisicc cis dv sic csissios ec cceessee 50 — 50 
Compensatory Official Financing 
Multilateral settlement ..............ceeeeee 50 —50 — 
MEANINGS: 6-5: Sor ss aici saieisie wise eotswioin asl Ome eres —100 50 —50 
AOU is: 5 eters cree Wei seamen elem amveuts —50 _— —50 
C’S BALANCE OF PAYMENTS 
A B Total 
RRERIONA] FOUL P NS ia o:s.o sie: o:sicie s csiese.e's seeeuieeie 50 — 50 
Compensatory Official Financing 
Multilateral settlement ..............ccee eee —50 50 
MR ERCEV CB: va saisiciste seisaisineio enteieloa ens se ata es _ —50 —50 
fc) ee See Ta oer Tey Seay ete ee —50 — —50 





1In this and the subsequent tables the entries are shown on a net basis. No 
sign indicates a credit; a minus sign indicates a debit. 


seems to describe what has happened far more accurately than any 
possible alternative. From A’s point of view neither the transfer of 
reserves nor the multilateral settlement is compensatory since neither 
is in response to balance of payments pressures. From B’s point of 
view neither the movement in liabilities nor the multilateral settlement 
is compensatory for the same reason, but the movement in C’s reserves 
is compensatory since it indicates pressure in the exchange market 
with C. From C’s point of view neither the movement in liabilities 
to A nor the multilateral settlement is compensatory, but the move- 
ment in liabilities to B is compensatory since it is evidence of a surplus 
in the exchange market with B. 
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The next situation to be considered is that in which reserves of a 
convertible currency are used to finance transactions with another 
country. Assume, as in the case above, that country A has deficits of 
50 with country B and 50 with country C, but also assume that B’s 
currency is convertible, that A’s is used for international transactions 


TaBLE 7. NoONCOMPENSATORY MoveMENTS IN RESERVES 1 


A’S BALANCE OF PAYMENTS 








B Cc Total 
Regional Surplus or Deficit (—)............... — — — 
Noncompensatory movement in reserves..... 100 —100 — 
Multilateral settlement ..............eeeeees —100 100 —_— 
Currency Surplus or Deficit (—)............... — — — 
Compensatory Official Financing............... — — —_ 





B’S BALANCE OF PAYMENTS 








A Cc Total 

Regional Surplus or Deficit (—)............... — — — 

Noncompensatory movement in liabilities.... —100 — —100 

Multilateral settlement ..............eeeeeee 100 —100 _— 

Currency Surplus or Deficit (—).............. — —100 —100 
Compensatory Official Financing 

Compensatory movement in reserves......... — 100 100 





c’S BALANCE OF PAYMENTS 








A B Total 
Regional Surplus or Deficit (—)............... — = _— 
Noncompensatory movement in liabilities.... 100 — 100 
Multilateral settlement ...............eeeeee —100 100 — 
Currency Surplus or Deficit (—).............-- — 100 100 
Compensatory Official Financing 
Compensatory movement in liabilities....... — —100 —100 





1See note to Table 6. 


but is inconvertible, and that all C’s international transactions are 
undertaken in B’s currency. There are then only two effective exchange 
markets, those of A with B and B with C, and compensatory official 
financing is confined to these markets. The statements for the three 
countries concerned may be presented as shown in Table 8,.in order to 
emphasize the currency aspect. 

The situation becomes somewhat more complicated if transactions 
between A and C are conducted through a payments agreement and 
only amounts in excess of an agreed limit are payable in B’s currency. 
There is then an effective exchange market between A and C up to this 
limit. Any excess spills over into the markets of A and C with B. As 
an example of this situation assume that 30 is financed through the 
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payments agreement and that the remaining 20 is settled in B’s cur- 
rency. The statements for the three countries would then appear as 
shown in Table 9. 


The situation may be complicated further if gold is used instead of 
B’s currency. When currencies differ in hardness, gold reserves may 
be regarded, for practical purposes, as being on a par with reserves of 


TABLE 8. COMPENSATORY OFFICIAL FINANCING: CuRRENCY Aspect I 1 


A’S BALANCE OF PAYMENTS 








Regional Deficit (—) 
Multilateral settlement 
Currency Deficit (—) 


Compensatory Official Financing 
Reserves 











Regional Surplus 
Multilateral settlement 
Currency Surplus 


Compensatory Official Financing 
Liabilities 











Regional Surplus 
Multilateral settlement 
Currency Surplus 


Compensatory Official Financing 
Reserves 





1See note to Table 6. 


the hardest currency. The use of gold reserves in settlements with 
countries whose currencies are less hard would then be regarded as 
involving pressure in the market for the hardest currency. This in- 
volves allocating movements in gold reserves as financing in the hardest 
currency and treating such transactions with other countries as multi- 
lateral settlements, just as if the hardest currency had been used. This 
is the solution adopted in the presentation of the British balance of 
payments. Another possibility would be to regard gold as a separate 
currency and to show a column for gold transactions. Assume that, 
in the above example, the remaining 20 was settled in gold rather than 
in B’s currency. The statements for the three countries would then 
be presented as shown in Table 10. This method has the advantage 
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TaBLE 9. CoMPENSATORY OFFICIAL FINANCING: CurRRENCY Aspect II 1 


A’S BALANCE OF PAYMENTS 








Regional Deficit (—) 
Multilateral settlement 
Currency Deficit (—) 


Compensatory Official Financing 
Reserves 
Payments agreement 











Regional Surplus 
Multilateral settlement 
Currency Surplus 


Compensatory Official Financing 
Liabilities 











Regional Surplus 
Multilateral settlement 
Currency Surplus 


Compensatory Official Financing 
Reserves 





1§See note to Table 6. 


of distinguishing between gold and the hardest currency. There may 
be times when gold is preferred even to the hardest currency. Under 
these circumstances a shift in reserves from the hardest currency to 
gold would involve pressure on the hardest currency. This pressure 
may be shown by recording the transaction as a noncompensatory 
movement in reserves in the same way as suggested for a shift in 
reserves from one financial center to another. 


Treatment of Currency Areas 


Uniform or automatically related currencies 


The special problem of the treatment of countries which are part of 
@ currency area may be illustrated by assuming that Manhattan 
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Island, instead of being part of the United States, was a colony under 
US. administration, but that in all other respects conditions were the 
same as today. It would seem quite unrealistic to define the balance 
of payments of the United States as the transactions of the United 


Taste 10. TREATMENT oF GoLD AS SEPARATE CURRENCY 1 


A’S BALANCE OF PAYMENTS 








Regional Deficit (—) 
Multilateral settlements 
Currency Deficit (—) 


Compensatory Official Financing 
eserves 











Regional Surplus 
Multilateral settlements 
Currency Deficit (—) 


Compensatory Official Financing 
Liabilities 





c’S BALANCE OF PAYMENTS 





Gold 





Regional Surplus 
Multilateral settlements 
Currency Surplus 


Compensatory Official Financing 
Reserves 
Payments agreement 





1See note to Table 6. 


States (excluding Manhattan) with the rest of the world (including 
Manhattan). Obviously the transactions between the United States 
and Manhattan would be in a quite different category from those be- 
tween the United States or Manhattan and the rest of the world. Only 
the latter would affect the foreign exchange market for the U'S. dollar. 
If the United States had a surplus of $1 billion with the rest of the 
world and a deficit of $1 billion with Manhattan, it would be quite 
unrealistic to say that the United States did not have a balance of 
payments surplus. It would be much more realistic to say that the 
United States currency area (including Manhattan) had a surplus with 
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the rest of the world, since there would be evidence of strength in the 
foreign exchange market for the dollar. When a currency area which 
is closely integrated economically has a common monetary policy, and 
compensatory financing for the area as a whole is undertaken by the 
central monetary authorities, it is likewise more realistic to measure 
the surplus or deficit of the area as a whole than that of a part, such as 
the metropolitan area. The statement then shows the balance of pay- 
ments problem as it appears to the central monetary authorities. This 
appears to be the rationale behind the presentation of the French 
balance of payments. 

It should be emphasized that this argument applies only to the 
financing aspect of the balance of payments and not to the social ac- 
counting aspect. From the social accounting point of view, it is far 
preferable to show the transactions of the metropolitian area sepa- 
rately from those of the colonies. This problem can be met by showing 
first the noncompensatory transactions contributing to the regional 
surpluses or deficits of the metropolitan area followed by a similar 
classification for the rest of the currency area. The sum of these two 
groups would then give the regional surpluses or deficits of the area 
as a whole and, with the inclusion of multilateral settlements, its cur- 
rency surpluses or deficits. If this suggestion were adopted, compen- 
satory official financing would be shown only for the whole currency 
area. The financing of the surplus or deficit of the metropolitan area 
with the rest of the area would be regarded as a domestic transaction 
within the currency area. 

The most obvious case in which this would seem to be the correct 
procedure is when the same currency circulates throughout the cur- 
rency area. In this case, a deficit between one part of the area and 
another obviously does not involve pressure on that currency in the 
foreign exchange market. There is pressure in this market whenever 
the area as a whole has a deficit with the rest of the world, regardless 
of whether this deficit has arisen in the metropolitan area or in the rest 
of the area. A similar situation prevails in practice when the curren- 
cies of the rest of the currency area are tied to that of the metropolitan 
area by some such provision as one requiring a 100 per cent reserve 
in the currency of the metropolitan area. It would be quite unrealistic 
in these circumstances to regard a deficit between one part of the area 
and another as involving pressure in the foreign exchange market. 
From the point of view of the foreign exchange market, the area must 
be considered as a whole. 
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Independence in the rest of the currency area 


The greater the degree of independence in the rest of the currency 
area, the less satisfactory does this form of presentation become. When 
the monetary authorities in the rest of the currency area pursue inde- 
pendent monetary policies, their balance of payments with the metro- 
politan area assumes greater significance for both parties, and a bal- 
ance of payments for the metropolitan area alone becomes a more 
meaningful concept. This is particularly the case when the rest of 
the currency area undertakes compensatory financing with the rest 
of the world on its own behalf as well as through the metropolitan 
area. In such circumstances as these, it is desirable to show the bal- 
ance of payments of the metropolitan area with the rest of the world, 
including the rest of the currency area, and also the balance of the 
whole area, with the compensatory financing undertaken by the mone- 
tary authorities of the metropolitan area shown separately from that 
undertaken independently by the authorities of the rest of the currency 
area. A less satisfactory alternative would be to include in the second 
statement only those transactions of the rest of the currency area 
which were financed through the metropolitan area, omitting those 
which were financed independently. 


The sterling area 


The sterling area presents the most difficult case of this kind, and the 
problems it raises are of sufficient importance to be considered specifi- 
cally. Clearly not all parts of the overseas sterling area are alike from 
this point of view. The dependent overseas territories +** have curren- 
cies that are tied directly to sterling by means of a 100 per cent re- 
serve requirement, and all compensatory financing is undertaken on 
their behalf by the British authorities. In accordance with the above 
suggestions, it would seem best to exclude transactions with these over- 
seas territories from those regarded as involving pressure in the market 
for sterling. This means that even movements in the sterling balances 
of the colonies should be regarded as noncompensatory. 

The monetary authorities of the independent sterling area countries,1” 
however, are free to follow independent monetary policies and to un- 
dertake compensatory official financing on their own behalf even with 


111 Principally, the colonies and protectorates in Africa, Southeast Asia, the 
West Indies, and the Pacific Islands. 

112 The independent Commonwealth countries (Australia, Ceylon, India, New 
Zealand, Pakistan, and Union of South Africa) and Burma, Iceland, Iraq, the 
eso of Ireland and Jordan. Southern Rhodesia also is normally included in 
this group. 
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non-sterling countries. There is a genuine foreign exchange market 
between these currencies and sterling, and it is, therefore, quite realis- 
tic to treat movements in their sterling reserves as compensatory.'?* 
On the other hand, the British authorities hold the gold and dollar 
reserves for the area as a whole '"* and negotiate payments and clear- 
ing agreements with non-sterling countries on behalf of the whole area. 
The balance of payments of the United Kingdom alone does not tell 
the whole story of the problem facing the British authorities, and it 
is, therefore, necessary to consider also the balance of payments of the 
sterling area as a whole. In this statement the compensatory financing 
undertaken by the independent sterling area countries should be shown 
separately from that undertaken by the British authorities. 


VI. EquiItisrium IN THE BALANCE OF PAYMENTS 


The preceding discussion of the financing of international transac- 
tions, from both the global and the regional points of view, has been 
confined to the short period only. The balance of payments has been 
presented in a way to throw as much light as possible on the conditions 
in the foreign exchange market during the period under review. An 
attempt has been made to define the concept of surplus or deficit so 
that it represents the gap between market supply and market demand. 
In this market, transitory items of demand and supply carry as much 
weight as the more stable and recurrent items. Thus the concept of 
surplus or deficit is essentially a short-run concept. The absence of a 
deficit in the balance of payments is evidence of equilibrium only in 
this transitory sense. To determine whether the balance of payments 
is in equilibrium in a more fundamental sense, attention must be given 
to the more permanent elements in the situation. In recent economic 
literature, discussion of the concept of equilibrium in the balance of 
payments has generally been associated with attempts to define the 
opposite concept of “fundamental disequilibrium.” 


Fundamental Disequilibrium 


Relation to balance of payments deficit 


_ The term “fundamental disequilibrium” was employed, but not de- 
fined, in the Articles of Agreement of the International Monetary 
Fund. In discussion since the Articles were drawn up, various authors 


113 This, of course, does not apply to movements that have been excluded from 
compensatory official financing on the grounds of interdependence. 

114The only significant exception to this statement is the Union of South 
Africa, which holds a substantial gold reserve of its own and finances its trans- 
actions with the dollar area independently out of its current gold production. 
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have given a number of different interpretations of the term. There is 
general agreement that the diagnosis of a fundamental disequilibrium 
is not an easy task. The obvious starting point is the balance of pay- 
ments, but much more is involved than a mere deficit, however that 
may be defined. As Triffin has expressed it, “just as a mere balance of 
payments deficit is not conclusive evidence of a fundamental disequi- 
librium, the absence of such a deficit is not conclusive proof of a fun- 
damental equilibrium in a country’s international position.” 1° He 
quotes the Belgian case of 1932-34 as an example of a fundamental 
disequilibrium without a visible deficit. In this case, the impact of the 
disequilibrium was felt “not in a deficit in the balance of payments but 
in a drastic decline in economic activity and incomes.” Nurkse ex- 
presses a similar point of view and uses the illustrations of Germany 
after 1934 and Great Britain in the years 1925-30.1° In the former 
case, “Germany’s external accounts were balanced only by means of 
additional import restrictions, which took mainly the form of drastic 
exchange controls”; and in the latter case, “the British balance of pay- 
ments was kept in equilibrium only at the cost of depressed conditions 
at home compared with conditions in the outside world.” 


Distinction between fundamental disequilibrium and other types of 
disequilibria 


Some writers go further than others in distinguishing fundamental 
disequilibrium from other types of disequilibria. In his definition of 
fundamental disequilibrium, Triffin excludes disequilibria due to cy- 
clical fluctuations in the major world markets as well as those due to 
such accidental causes as variations in weather and crop yield.” 
Haberler, on the other hand, takes the view that it is impossible to 
regard cyclical and fundamental disequilibria as mutually exclusive 
opposites. He argues that the two concepts overlap and that depres- 


sions frequently breed fundamental as well as temporary (reversible) 
maladjustments. 


Depressions always cause or reveal structural changes; some eminent students 
of the business cycle would even say that depressions are the vehicles for the 
assimilation of structural changes into the economic system. We need not go 
so far to realize that the initial impact as well as the permanent incidence of 
the changes revealed or brought about by depressions is not likely to be the 
same in different countries. Moreover, reactions of different countries to 
depressive forces cannot be assumed to be the same. Some countries may 


115 Robert Triffin, “National Central Banking and the International Economy,” 
International Monetary Policies, Postwar Economic Studies, No. 7 (Washington, 
September, 1947), p. 76. 

116 Nurkse, op. cit., pp. 10f. 

117 Triffin, op. cit., pp. 55ff. 
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yield to deflationary forces and let their prices drop while others may insti- 
tute vigorous anti-depression policies and maintain their price and cost levels 
with varying success and in various degrees. These divergences in the impacts 
of depressions and in the reactions of different countries result in lasting 
maladjustments.118 


Instead of concentrating on the cause of the deficit, Haberler would 
regard as evidence of fundamental disequilibrium any serious and per- 
sistent deficit, whether brought about by deflation and depression 
abroad or by inflationary policies at home or possibly by a sharp shift 
in international demand. 

Nurkse can be quoted in support of both Triffin’s and Haberler’s 
views. He defines the equilibrium rate of exchange as “that rate which, 
over a certain period of time keeps the balance of payments in equi- 
librium” and defines the phrase “over a certain period” in such a way 
as to eliminate the effects of cyclical fluctuations. 


Some countries—especially those exporting primary commodities—have often 
shown a wide cyclical movement in their balance of payments, and here it is 
particularly desirable to strike the balance for a period long enough to cover 
a whole cycle. There are, however, countries (such as France or even Eng- 
land) in which the balance of payments normally shows no very marked 
cyclical behavior, and, in these cases, it might be safe enough to take the 
balance over a shorter period—say two or three years—as an indication of 
equilibrium or disequilibrium.1® 


Like Haberler, however, Nurkse places considerable emphasis on the 


size of a country’s international reserves in relation to the discrep- 
ancies in its balance of payments, and points out that “the longer we 
make the standard period, the larger is the amount that is likely to be 
needed for settling the intervening discrepancies.” 


As we have seen, the standard period over which the balance of payments is 
to be balanced as a test of exchange-rate equilibrium should be long enough 
to permit any cyclical changes to cancel out. This presupposes a volume of 
international liquidity adequate to settle any temporary deficits within the 
standard period.12° 
While there is a significant difference in emphasis between Triffin and 
Haberler, in actual practice their conclusions as to whether or not 
fundamental disequilibrium exists are not likely to diverge greatly 
except in the event of a serious and prolonged depression. 


Relevance of cost-price structure and other factors 


So far, attention has been concentrated on balance of payments de- 
ficits, exchange restrictions, and unemployment as evidence of funda- 


118 Gottfried Haberler, “Comments on ‘National Central Banking and the 
International Economy,” International Monetary Policies, op. cit., p. 90. 

119 Nurkse, op. cit., p. 6. 

120 Jbid., p. 15. 
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mental disequilibrium. Agreement is general that fundamental dis. 
equilibrium manifests itself in other ways, but again writers differ in 
the emphasis they place on these other factors. Triffin expresses his 
attitude in these words: 


are 












Any fundamental disequilibrium would manifest itself, not only in a deficit 
in the balance of payments, but also in monetary and banking statistics, price 
and production data, etc. Such series, as well as the course of the balance of 
payments, should be compared with the experience of other countries, and 
especially of those of similar economic structure but subject to different 
domestic influences and policies. Only in this manner can a proper diagnosis 
be arrived at and an adequate policy determined.121 
While not denying the importance of other factors as evidence of dis- 
equilibrium, Hansen places special emphasis on the cost-price struc- 
ture. He points out that “an incorrect exchange rate often creates a 
disequilibrium not so much in the balance of payments as in the in- 
ternal cost-price structure of the country in question.” 122 He therefore 
describes an equilibrium exchange rate as “one that represents a 
‘parity’ in the cost structure of the different countries.” 12° Haberler 
agrees that data other than actual balance of payments statistics have 
to be used, since the diagnosis of fundamental disequilibrium implies a 
forecast of future events, and that other data must be studied in mak- 
ing such a forecast. He agrees that price and cost comparisons between 
different countries will figure prominently although not exclusively in 
such a study, but argues that this is not the same thing as the adop- 
tion of a purchasing power parity or a cost parity criterion. 










































A rigid theory of exchange parity whether in terms of wholesale prices, cost 
of living, production costs or wages would necessarily break down whenever 
there is a substantial shift in international demand, which may be brought 
about by a variety of factors such as changes in tariffs, other impediments to 
trade, transportation costs, technological changes, changes in consumer de- 
mand and, last but not least, the business cycle. Only in conjunction with a 
jud ay about these things can price and cost comparisons serve as a 


d 
guide.124 
The apparent disagreement between Hansen and Haberler seems to be 
due more to differences of opinion regarding the appropriate corrective 
policy than to differences in the diagnosis of disequilibrium. Hansen is 
clearly trying to identify fundamental disequilibrium with a situation 
arising from an inappropriate exchange rate. A more reasonable pro- 
cedure would be to define fundamental disequilibrium in broader terms 
and to consider the question of the appropriate corrective policy sep- 












































121 Triffin, op. cit., p. 76. 
122 Alvin H. Hansen, “Fundamental Disequilibrium,” Foreign Economic Policy 
for the United States, Seymour E. Harris, ed. (Cambridge, Massachusetts, 1948), 


p. 380. 
123 Tbid., p. 381. 
124 Haberler, op. cit., p. 100. 
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arately. In following this procedure, Triffin finds support in the lan- 
guage of the Fund Agreement. 


Members [of the Fund] agree not to propose a change in the par value of 
their currency except to correct a fundamental disequilibrium. The Fund, 
however, shall concur in the proposed change only if it is satisfied that the 
change is necessary to correct the disequilibrium (Article IV, Sections 5(a) 
and (f)). Thus a fundamental disequilibrium is considered by the Fund as 
a necessary, but not as a sufficient condition for currency readjustment. In 
some cases, other methods of correction may be preferable, from a national 
as well as from an international standpoint.125 


It is unfortunate that Hansen, who quotes Triffin’s paper in his article, 
did not accept this point. Polak, whom he also quotes, gives a similar 
broad interpretation of fundamental disequilibrium, pointing out that 
there are two different types, viz., (1) price disequilibrium, due to a 
change in relative prices, and (2) structural disequilibrium, due to a 
structural change in demand or supply conditions.!** 


Triffin’s definition 


Although the concept of fundamental disequilibrium has been dis- 
cussed widely in recent economic literature, few attempts at a compre- 
hensive definition have been made. The most satisfactory formulation 
to date is that of Triffin, which has been described by his critic 
Haberler as “a most ingenious formulation which contains, in a nut- 
shell, all important elements of the problem.” +** This definition des- 
cribes fundamental disequilibrium as “a maladjustment in a country’s 
economy so grave and persistent that the restoration or maintenance 
of satisfactory levels of domestic activity, employment, and incomes 
would prove incompatible with equilibrium in the balance of pay- 
ments, if not accompanied by extraordinary measures of external de- 
fense, such as a change in the exchange rates, increased tariff or ex- 
change control protection, etc.”?** This formulation makes it clear 
that the deficit in the balance of payments may be potential rather 


125 Triffin, op. cit., p. 78. He then proceeds to give the following illustration of 
the point: “For instance, the difficulties of the Chilean nitrate industry following 
the development of synthetic nitrates were of a fundamental character and had 
a deep impact on the international balance of the country. Devaluation, even 
though probably unavoidable under the circumstances, could not by itself have 
been expected to rectify the Chilean economy. Domestic monetary and fiscal 
policies, changes in the tariff structure, diversification of production, and moderni- 
zation of industrial and agricultural techniques (possibly with foreign help) might 
have been better remedies than currency readjustments, or at least their indis- 
pensable complements.” 

126 J, J, Polak, “Exchange Depreciation and International Monetary Stability,” 
Review of Economic Statistics, August 1947, p. 174. 

127 Haberler, op. cit., p. 99. 

128 Triffin, op. cit., pp. 77-78. 
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than actual, that it must be persistent rather than temporary, and that 
it must refer to a future rather than a past period. 

The only ground on which Triffin’s definition may be criticized is 
that it is not sufficiently precise. Two words in particular—“persistent” 
and “equilibrium’”—are subject to divergent interpretations by different 
observers. While the context implies that Triffin would not regard any 
maladjustment due to cyclical fluctuations as “persistent,” there is 
nothing in the definition to prohibit such an interpretation. The word 
“equilibrium” is also lacking in precision. The context suggests that 
he interprets the expression as meaning the absence of a deficit after 
allowing for fluctuations due to cyclical or fortuitous causes, but there 
is nowhere an indication as to how such a deficit is to be measured. 
Haberler is more precise; instead of speaking of a deficit, he speaks 
of “a loss of gold and/or foreign exchange (including, of course, credit 
facilities with the Fund).” 12° Mrs. Robinson accepts the same defini- 
tion. “The balance of payments is in equilibrium when no net gain or 
loss is taking place in a country’s monetary reserves—that is, in its 
gold, foreign exchange, or rights of drawing on the Fund.” 1°° The defi- 
nition of none of these writers would include official grants, such as ERP 
aid, but Mrs. Robinson’s comes very close to doing so. 


Moreover, equilibrium in the balance of payments may be equilibrium only in 
a very superficial sense. Most of the western European countries are at present 
matching a surplus of imports by drawing on Marshall Aid, which diminishes 
or prevents monetary disequilibrium. But the balance is temporary and 
precarious. No-one would say that Western Europe is in a position of equi- 
librium, though disequilibrium does not show itself in the balance of pay- 
ments.181 


Considerations such as this lead her to the pessimistic conclusion that 
“there is no one meaning for ‘equilibrium’ and therefore no clear 
standard for ‘fundamental disequilibrium.’ ” 1*? This conclusion could 
have been avoided by accepting the definition of a deficit in terms of 
compensatory official financing. If the deficit is defined in these terms 
and if ERP aid is classified as compensatory, then it can be said 
that Western Europe’s disequilibrium shows itself in the balance of 
payments. 


129 Gottfried Haberler, “Currency Depreciation and the International Monetary 
Fund,” Foreign Economic Policy for the United States, op. cit., p. 385 

130 Joan Robinson, “Exchange Equilibrium,” Economia Internazionale, May 
1950, pp. 396-97. 

131 [bid., p. 397. 

132 Ibid., p. 400. 
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Compensatory Official Financing and Balance of 
Payments Equilibrium 


Elimination of non-recurrent items 


The significance of the concept of compensatory official financing in 
relation to the question of balance of payments equilibrium may be 
assessed. It is obvious that the concept is of much more limited value 
from this point of view than from the point of view of the market 
balance. In the market balance, transitory items of demand and supply 
carry as much weight as the more stable and recurrent items. In 
interpreting the actual deficit in a country’s balance of payments from 
the long-run point of view, it is desirable to distinguish between the 
part due to recurrent and the part due to non-recurrent factors. This 
would involve the subdivision of all the items contributing to the 
surplus or deficit, i.e., market demand and supply, into recurrent and 
non-recurrent components. The recurrent deficit would then be a first 
approximation of the extent of disequilibrium in the country’s long-run 
balance of payments. 

A distinction should be drawn between those items which are ex- 
cluded from market supply and demand because they are compensatory 
and those excluded from recurrent market supply and demand because 
they are abnormal. For example, equilibrating capital movements are 
excluded for the first reason and disequilibrating movements are ex- 
cluded for the second reason. In discussing the various concepts of 
surplus or deficit which have been propounded from time to time, 
reference was made to Nurkse’s suggestion that disequilibrating short- 
term capital movements should be excluded from the balance along 
with transfers of gold or foreign exchange reserves and equilibrating 
capital movements. It was pointed out at the time, that, in making 
this suggestion, Nurkse was concerned with the question of long- 
period equilibrium rather than with short-run balance of payments 
pressures.1%* 

In one respect, Kahn has approached closer than Nurkse to our 
definition of long-run equilibrium. Nurkse includes all capital move- 


133 In os on Nurkse’s: suggestion, Bloomfield questions whether the 
rr 


concept of an equilibrium rate of exchange has much meaning when disequilibrat- 
ing short-term capital movements are relatively large and of the “capital flight” 
variety. (See Arthur I. Bloomfield, “Foreign Exchange Rate Theory and Policy,” 
The New Economics, op. cit., p. 297, n. 12.) While it is perhaps legitimate to 
question the appropriateness of the concept of an equilibrium rate of exchange 
in these circumstances, the same objection cannot be raised against the concept 
of fundamental disequilibrium. If, for example, the sole cause of disequilibrium 
in a country’s market balance were a flight of capital from the country, it would 
be quite correct to say that there was not a situation of fundamental disequi- 
librium, Bloomfield’s objection is, therefore, inapplicable to the present discussion. 
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ments relating to international investment, whereas Kahn includes only 
“acceptable” borrowing, that is, borrowing “which is normal in the sense 
that it can be expected to continue for a considerable time and that 
it is matched by investment in the borrowing country which, directly 
or indirectly, provides for interest payments.” *** If borrowing for 
investment purposes were being undertaken at a rate which could not 
be continued in the long run because of the capital charges involved, 
the excessive borrowing should be excluded from the balance in de- 
termining whether the country’s balance of payments showed evidence 
of long-run equilibrium.1** 

The suggestion made here goes further than either Nurkse’s or 
Kahn’s in that all abnormal items, and not merely abnormal capital 
movements, are excluded from recurrent market demand and supply. 
For example, a country emerging from a war may have avoided a 
deficit in its balance of payments by selling large quantities of surplus 
property, but if its currently-produced exports and other normal sources 
of foreign exchange were insufficient to pay for its normal import re- 
quirements, its balance of payments could not be said to be in long-run 
equilibrium. Similarly, a country which has avoided a deficit because 
of abnormally high export prices resulting from a crop failure in another 
part of the world cannot be said to be in long-run equilibrium. It is 
probably true, of course, that abnormal capital movements are more 
important than other non-recurrent items, but a comprehensive defini- 
tion of equilibrium should exclude all such items. In practice, it would 
be extremely difficult to make such a subdivision in precise quantitative 
terms, but a general conclusion would usually be possible as to the 
extent to which a country’s surplus or deficit was recurrent or non- 
recurrent. Export income would be regarded as recurrent as long as 
there were no non-recurrent influences affecting either the volume or the 
prices of exports. Since the balance rather than the absolute magni- 
tudes of supply and demand is of importance here, the trade balance 
could be regarded as recurrent as long as there were no non-recurrent 


134R, F. Kahn, “The Dollar Shortage and Devaluation,” Economia Inter- 
nazionale, III (February 1950), p. 90. 

135 Joan Robinson takes too static a view .of long-run equilibrium when she 
states that “full long-period equilibrium of the balance of payments does not 
obtain so long as any lending or borrowing is taking place at all.” (“The Foreign 
Exchanges,” Essays in the Theory of Employment, 2nd ed., Oxford, 1947, re- 
printed in Readings in the Theory of International Trade, op. cit., p. 99, n. 20.) 
Her reason for this statement is that “so long as borrowing is taking place, the 
invisible imports represented by interest payments are mounting up, and as time 
goes by persistent borrowing will lead, other things equal, to a gradually falling 
balance of trade.” Kahn’s proviso that the borrowing must be matched by invest- 
ment which, directly or indirectly, provides for interest payments is a sufficient 
answer to this argument. 
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influences affecting either the volume or the terms of trade. A rough 
allowance could then be made for any service transactions of a non- 
recurrent nature. In the case of long-term capital movements, not 
only the willingness of lenders to continue supplying foreign exchange 
at the current rate, but also the ability of the borrowing country to 
absorb and service investment at that rate, would have to be considered. 
Short-term capital movements would be regarded as non-recurrent 
except to the extent that they were required as working capital to meet 
an increasing level of economic activity. 


Significance of underlying conditions 


The next task would be to examine the underlying conditions under 
which these results were achieved, particular attention being paid to 
such questions as the levels of income and employment at home and 
abroad, the levels of saving, investment, prices and costs, the existence 
of exchange controls and similar restrictions, the nature of fiscal and 
credit policies, etc. If the full effect of these conditions is not reflected 
in the current balance of payments or has not been allowed for in 
eliminating the non-recurrent items, allowance must be made for 
changes in the recurrent market balance that may be expected to 
result. For example, if a country’s cost-price structure is out of balance 
because of an inappropriate exchange rate, the repercussions on the 
balance of payments may take a long time to work out their full effects. 
To the extent that these effects are not yet apparent in the figures, 
allowance must be made for them. Moreover, since the underlying 
conditions are not static and equilibrium must be envisaged in terms 
of a certain future period, allowance must also be made for trends that 
may be expected over that period. Among others, these should include 
trends in population, standards of living, technology, and the terms 
of trade. 

In making allowance for increases in population and standards of liv- 
ing it is necessary to consider not only the need for increasing working 
capital in private industry but also for a corresponding increase in 
international reserves in the hands of monetary authorities. As a 
country develops and its economy caters to the needs of an increasing 
population at a rising standard of living, an increasing level of inter- 
national reserves is necessary. 

Allowance must also be made for the extent to which the existing 
underlying conditions are not considered consistent with long-run 

equilibrium. There would be no dispute that both unemployment of 
abnormal proportions and exchange control imposed for balance of 
payments purposes are of this nature, and that allowance should be 
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made for their elimination. It might also be argued by a country 
seeking the Fund’s approval of a change in its exchange rate that, 
although there is no evidence of fundamental disequilibrium with the 
existing underlying conditions, the level of taxation, for example, is 
too high and that a more appropriate system of tax rates would result 
in fundamental disequilibrium. The concept of fundamental disequi- 
librium is therefore indeterminate until the underlying conditions that 


are to be assumed as being consistent with long-run equilibrium have 
been determined.1** 


The regional aspect 


In the present situation of inconvertible currencies, exchange re- 
strictions, and bilateral arrangements, a study of a country’s global 
balance of payments is not sufficient to determine whether or not the 
balance of payments is in equilibrium. While there may be no evi- 
dence of disequilibrium between market supply and market demand in 
the global statement, the situation may be described as one of funda- 
mental disequilibrium if there is a persistent deficit with “hard cur- 
rency” countries and a persistent surplus with “soft currency” coun- 
tries. Similar considerations apply to countries which are part of a 
wider currency area. One country taken in isolation may show no 
signs of disequilibrium in its global balance of payments, but if the 
currency area associated with it follows the same monetary policy 
the diagnosis of fundamental disequilibrium must be based on the posi- 
tion of the area as a whole with the rest of the world rather than on 
that of an individual country. This is true only as long as the whole 
area follows the same monetary policy and concentrates its reserves 
in a central pool. To the extent that the different parts of the area 
follow independeut policies and undertake compensatory financing on 
their own, they may be considered as separate units. If the com- 
pensatory financing of the different parts of the area, as distinct from 
the central financing on behalf of the area as a whole, is confined to 
the financing of transactions within the area, the concept of funda- 
mental disequilibrium may be applied to the area as a whole and at 
the same time a subsidiary concept of fundamental disequilibrium may 
be applied to one part within the area as a whole. When the separate 
parts of the area undertake independently some compensatory financ- 
ing with the rest of the world, the concept of fundamental disequilib- 
rium becomes even more difficult to apply. It cannot be defined in 


186 Tt is not sufficient to know that an effort will be made to eliminate unem- 
ployment. Different policies aimed at eliminating unemployment might have 
widely different effects on the balance of payments. It is necessary to know the 
way in which unemployment is to be eliminated. 
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terms of the area as a whole or of the separate parts. Account must be 
taken of both aspects before it can be decided whether a condition of 
fundamental disequilibrium applies to one or the other part of the cur- 
rency area or to the currency area as a whole. 

When the appropriate underlying conditions have been determined 
and allowance has been made for all the above factors, the balance of 
payments would be considered in fundamental disequilibrium if the 
maintenance of the current exchange rate would result in a serious and 
persistent deficit in the estimated recurrent market balance over the 
appropriate period, either for all currencies or for a particular group 
of “hard” currencies. 


World Balance of Payments Equilibrium 


The concept of equilibrium in the balance of payments must be 
considered not only from the point of view of an individual country 
or currency area but also from the point of view of the world as a 
whole. Bernstein has attempted to give a brief description of the pat- 
tern of international payments which this situation would require. 


With an appropriate pattern of international payments the balance of 
payments of each country would depend upon the structure of its economy 
and the present and prospective state of its economic development. Without 
elaborating its characteristics in detail, such a pattern of international pay- 
ments would permit each country enjoying a high level of employment to 
maintain a balance of payments that would assure the normal growth in its 
monetary reserves and that would not compel adjustments which might lead 
to inflation or deflation. It would mean that the balance of payments of 
each country on current account, after allowing for growth in its monetary 
reserves, would be adjusted to the need of some countries for foreign capital 
for development and the capacity of other countries to provide capital for 
foreign investment.137 


This statement indicates the interdependence of the equilibrium con- 
ditions for different countries. Equilibrium in the world balance of 
payments situation requires not only that each country taken in iso- 
lation be in equilibrium but also that these individual equilibria be 
mutually consistent. Thus if an annual outflow of long-term capital 
of $1 billion from the United States is to be consistent with equilib- 
rium, not only must the United States be in equilibrium if it continues 
lending at this rate but the borrowing countries also must be in equi- 
librium if they continue borrowing at this rate. Similarly, the move- 
ments in international reserves in the different countries must be mu- 
tually consistent. The need for a rising level of international reserves 
may be met in part by the accumulation in each country of part of 


137 X, M. Bernstein, “Scarce Currencies and the International Monetary Fund,” 
Journal of Political Economy, LIII (March 1945), p. 5. 
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the current gold production. The remainder of these requirements must 
be met by accumulating reserves of internationally-acceptable curren- 
cies. Equilibrium in the world balance of payments situation would 
be consistent with a reasonable increase in the holdings of these cur- 
rencies as well as in monetary gold holdings. Such a development im- 
plies that, under conditions of equilibrium, the countries whose cur- 
rencies are used in this way would have proportionately smaller 
surpluses than other countries or possibly even deficits. For instance, 
if equilibrium implies that world monetary authorities, in addition to 
accumulating newly-produced gold, should add, say, $1 billion to their 
reserves of U.S. dollars, the United States could be in equilibrium 
despite a deficit of $1 billion less the amount of its share of new gold 
production. 


VII. Conciusion 


The task of making the balance of payments present facts in the 
most enlightening way must be distinguished clearly from the task 
of determining the appropriateness of alternative corrective measures 
which might be taken in the light of these facts. Although these 
policy questions are beyond the scope of this study, it is desirable to 
indicate the way in which the balance of payments may be used in 


assessing the probable effectiveness of a contemplated corrective mea- 
sure. If the proposed measure is incorporated in the underlying condi- 
tions on which the forecast of the recurrent market balance has been 
based, it is necessary to estimate whether the measure will produce 
sufficient change in the deficit to eliminate the fundamental disequi- 
librium. Unfortunately, it is extremely difficult to obtain much of the 
economic data needed to make this type of estimate. In diagnosing 
fundamental disequilibrium, only the size of the gap between supply 
and demand has to be taken into account. In considering the appro- 
priateness of different corrective policies, however, information is 
needed about the elasticities of the supply and demand curves and the 
extent to which these curves would be shifted by particular changes 
in the underlying conditions. One of Machlup’s criticisms of an ex 
post concept of surplus or deficit is that it does not give reliable in- 
formation of this kind. This is not a valid criticism of the concept 
itself; it is merely a warning against attempts to use the concept for 
purposes for which it is not intended. All that can be claimed for 
the concept of surplus or deficit which has been elaborated here is 
that it provides a measure of the gap between supply and demand 
under the conditions that prevailed during the period under review. 
The task of balance of payments analysis is to throw as much light as 
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possible on the factors contributing to this situation. To pass from 
this point to the diagnosis of fundamental disequilibrium requires de- 
tailed analysis of many other series of economic data. Even when 
this point has been reached, the hardest task of all remains—that of 
determining the most appropriate corrective measure. The balance of 
payments can play a part, but a rather limited part, in this task. 

The balance of payments has proved itself a useful tool of analysis, 
and it will become more useful as its methodology and techniques are 
improved. However, it has not replaced, and can never be expected 
to replace, the need for detailed analysis in other parts of the econ- 
omy. Judgments on economic policy need to be based on a compre- 
hensive view of the entire economic situation. 





